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THE INFLUENCE OF RECENT FED- 
ERAL LEGISLATION ON INDUS- 
TRIAL MANAGEMENT AND 
ACCOUNTING 

The opening session of the Seventeenth International Cost Con- 
ference of the National Association of Cost Accountants was called 
to order in the Hall of Mirrors at the Netherland Plaza Hotel, 
Cincinnati, Ohio, at nine-thirty o’clock, on Tuesday morning, June 
23, 1936, by Grant R. Lohnes, the National President 

PRESIDENT LOHNES : It is my duty and privilege to declare 
this, our Seventeenth Annual Conference, in session. 

In reviewing our programs for the past few years, we find that the 
National Recovery Act and other federal governmental regulations 
have occupied very important positions. The reason these have 
seemed of great importance to us is because of their effect on the 
cost of production. This is not a political organization in any sense 
whatever. But, inasmuch as it is our responsibility to record and 
disclose causes and results, we are compelled to discuss these regula- 
tions, and endeavor to find solutions to the problems created. 

I recall that two years ago at our conference in Cleveland we were 
discussing the National Recovery Act, and then in Boston last year 
this same subject was given further consideration. During the past 
year this Act, together with certain other New Deal regulations, have 
been declared unconstitutional by the Supreme Court. 

Our concern as cost accountants was not in the constitutionality 
of these laws ; we were concerned with their influence on the cost of 
our products. Too often, I believe, we are inclined to gather the 
opinion that business is conducted for the purpose of exchanging 
dollars, instead of the purpose of supplying to man the things which 
he needs to give him life, comforts and conveniences at the lowest 
possible cost. 

We have been concerned so many years with the problem of 
producing and distributing at a low cost that we are inclined to be 
critical of regulations which interfere with these trends. But let me 
repeat that it is not the purpose of our organization to criticize these 
laws, but rather to serve industry by assisting in finding solutions to 
the problems which are created by such laws. 
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We have had this past year some experience with the Social 
Security Act. We have not as yet fully realized the effect of this 
Act because it is going into effect gradually. We have, however, 
been concerned with the records and reports which have been made 
necessary. We have been compelled to endeavor to interpret the 
various laws which have been enacted as this Act has been put into 
effect throughout the country. 

Social security has been one of the problems of mankind since the 
beginning of man. The United States is, I understand, the nine- 
teenth country which has attempted to enact laws which will provide 
this long-sought security. It is hoped that this Act in the United 
States will prove to be a step in that direction. 

For two years we have been confronted with the problem of meet- 
ing the requirements of the Securities Exchange Commission We 
all feel, I am sure, that some form of regulation was necessary, and 
it is hoped that this Act will prove successful and that it will not 
prove too great a burden on industry. 

Our Program Committee has arranged a program for this Confer- 
ence which has as its keynote the cost problems of today. And at 
this point it gives me great pleasure to turn the Chair over to the 
Chairman of this Committee, Mr F. Earl Reuwer, Controller of 
Emerson Drug Company, of Baltimore, Md. Mr. Reuwer. 

CHAIRMAN REUWER: Thank you. President Lohnes. I 
believe this is the proper morning for a good keynote speech such 
as you have just heard. 

Early in the deliberations of your Program Committee it became 
manifest that the subjects discussed at this convention should repre- 
sent a return to the fundamental issues involved in the daily experi- 
ence of our members. Accordingly you will hear discussed such 
subjects as “Accounting for Capital Assets and Depreciation,'' 
“Present-Day Problems in Inventory Valuation and Control," “The 
Budgetary Method of Controlling Distribution Costs," “Internal 
Audit and Control," “Treatment of Fixed Overhead Expenses in 
Costs and Inventories,” “Treatment of Costs of Materials into 
Process." 

We cannot entirely ignore, however, the new problems which have 
been presented to us by recent legislation. Consequently our first 
day's sessions will be devoted to a consideration of these problems 
as a guide to our future thinking. Today's sessions have been organ- 
ized by that consistent supporter and National Director of N. A. C. 
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A., Mr. Logan Monroe, Assistant Treasurer of the Eaton Manufac- 
turing Company, Cleveland, Ohio. 

CHAIRMAN MONROE: Our convention technique has pro- 
gressed quite a lot since our first conventions in 1920 and 1921. In 
those days the burden of coordinating the sessions fell principally 
upon the President. A few years later, we decided to have a general 
chairman of the technical sessions, and he presided at all meetings. 
They have made it easier for us now, and we have a daily chairman 
whose principal function is to introduce the speakers. 

Today's program has, as Mr. Reuwer has told you, been built 
around recent federal regulation of industry. Most of our subjects 
during the week will be confined to fundamentals, but this morning 
we are going to have two talks which will deal to some extent with 
the social and economic effects of legislation and regulation. 

During the past few years we have had a great deal of legislation 
affecting us directly, and affecting our businesses. It has affected 
our entire social setup a great deal more than the average la3mian 
realizes today, particularly the Social Security Act, the full effects 
of which we will not feel for many years to come. 

Our first speaker this morning is a man who has been active in our 
Association for years, and it will be superfluous for me to attempt 
to make many complimentary remarks about him. He is a Past 
National President and is the author of quite a few articles and 
books on accounting and related subjects. He is a Professor of 
Accounting in the Harvard Graduate School of Business Adminis- 
tration. It gives me great pleasure to present to you. Professor 
Thomas H. Sanders, who will talk to you on ‘'The Influence of 
Recent Federal Regulation on Industrial Management and Account- 
ing." Professor Sanders. 

THE INFLUENCE OF RECENT FEDERAL REGULA- 
TION ON INDUSTRIAL MANAGEMENT 
AND ACCOUNTING 

Thomas H. Sanders 

Professor of Accounting, Graduate School of Business Administration, 
Harvard University, Boston, Mass 

I COUNT it a great opportunity to appear before you this morn- 
ing as the opening speaker. It has always been the custom at 
these conventions in the first session to sketch a broad background to 
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describe the conditions in which we as accountants and cost account- 
ants must function. That, I take it, is what I am expected to do this 
morning. In other words, I am expected to ask, and to endeavor to 
answer, the question, “What is the meaning of our times for us ?” 

The meaning is, I believe, that which has already been expressed 
by President Lohnes when he spoke of the responsibilities of busi- 
ness; what is going on today is that the responsibilities of business 
to our people, to our society, are being stressed more than ever 
before. 

Responsibilities of Business to Society 

Now when I use expressions like “the responsibilities of business 
to our society,’’ I am anxious not to be misunderstood. As a member 
of the academic profession, I find myself somewhat suspect. It is 
expected that when a professor gets up in public to talk nowadays 
he will say something foolish and, if he begins to talk about the 
duties of business to society, it is assumed to be certain that he is 
going to say something very foolish. 

I want to avoid that and to make it very clear that in my judgment 
American business has already served our society well, and will 
continue to do so. Furthermore, these present times, which seem so 
full of unrest and dissatisfaction, are not worse than the times which 
have gone before ; they are much better in many ways, and the faith- 
ful student of history will recognize that fact. 

But what is going on is that we have a democracy — I use the word 
in its general sense — ^we have here a democracy becoming more and 
more conscious of its power, and more and more insistent upon its 
rights and its intentions to enjoy the good things of life. That is all 
to the good. We should welcome that kind of thing, but we should 
not allow these conditions to mislead us, and I repeat that conditions 
are not worse than they have been; they are better than they have 
been, and are going to be still better. And for those facts we have 
to thank the American business man. When the Congress in Wash- 
ington passes a Social Security Act, or a Securities Exchange Act, or 
other acts of that kind, to give effect to the wishes of our people, 
that is all very well ; but those things are made really possible only by 
the efforts and accomplishments of American business men. 

President Lohnes has stressed another thing which ought to be in 
the foreground of our deliberations, and that is that we are not a 
political association. These are times of great heat and excitement, 
but it is our duty to speak the words of sobriety and sincerity, to 
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speak as near the truth as we can, not to add to the heat of the 
occasion, but rather to the light of our times. 

The Regulation of Business in the Middle Ages 

In this duty of describing the background of business in which we 
must function, it is well to take the opportunity to refer further to 
a historical approach to this question. I was brought up by pro- 
fessors who believed in the historical approach, and still hold that it 
is necessary to include that point of view if we are fully to under- 
stand the things of which we speak. 

In particular, I want to refer to the fact that in the Middle Ages 
all society, all business society, and all other activities were regulated 
down to the last extremity, every action, every movement, of every- 
body in every little town was subject to rule and regulation, and the 
penalties and punishments were very severe. But by a long series of 
events, associated chiefly with two great things, namely, the growth 
of modern science and the growth of democratic government, those 
restrictions of the Middle Ages were swept away. In that great 
movement, the Reformation, the Renaissance, the American Revolu- 
tion, and the French Revolution were incidents; they were simply 
the highlights in a grand general movement which was calculated and 
designed to set people freer to enjoy the fruits of science and the 
fruits of better government which men foresaw would surely come. 
The culmination of that movement has been seen in part in our 
American Republic, and in part it has been seen in England. Mr. 
Gladstone was in large measure the embodiment of the movement, 
and it might be said that the full flower of the liberal spirit was 
represented in his person. It is a somewhat strange thing to reflect 
that Lord Macaulay wrote an essay on Gladstone in the year 1839, 
nearly a hundred years ago, and yet I can remember Gladstone; I 
can remember the end of his life, and his death in 1898. During a 
large part of the nineteenth century, therefore, Gladstone was en- 
gaged in England in sweeping away the last relics of the restrictions 
which were imposed upon those people in the Middle Ages. 

The Growth of New Types of Restrictions 

But when I went to school in the early part of this century, a very 
wise professor made the remark that, having thus removed all the 
restrictions of the Middle Ages, it began to appear that a new typt 
of restriction, on a larger scale, with larger political units, was grow- 
ing up, that apparently we were going to reconstruct and rebuild 
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those restrictions, and have more government than we had had dur- 
ing the nineteenth century. You will agree with me that that 
prophecy has been abundantly fulfilled both in England and in this 
country. 

I bring in those few remarks, because it is wise and well for us to 
see these movements going on over the centuries, and we ought to be 
better able to judge what is going on in our own time if we can see 
the long-range trends. It would seem that all men who visualize 
this historical evolution, from a time when all things were regulated 
to a time of minimum regulation, would wish to go slowly and cau- 
tiously in the matter of reconstructing that restriction period and 
adding to the restraints on individuals as well as to the burdens of 
business. 

The Cost Problem Always Present 

We all recognize that some of the enactments which have recently 
taken place are necessary. If they do not work, we cannot abolish 
them entirely; we must merely substitute better ones in their place. 
But in all these things the cost problem is present ; the ever-present 
question is whether they yield greater benefits than they cost. That 
is true of the Social Security Act; it is true of the Securities Ex- 
change Act, and of all recent enactments. We therefore ought to be 
competent to have some judgment on those questions, and account- 
ants have, in fact, rendered considerable service already by giving 
testimony in Washington, by giving advice to Congressional com- 
mittees and in private hearings of one sort or another ; and indeed 
that is one of the great problems of our time, to develop measures 
which will serve the wishes of the people, which will accomplish 
their purposes, but which will do so at the least cost. 

That kind of thing is very well illustrated in another movement 
which has taken place in an adjacent activity, namely, the activities 
of auditing. You all know that in years gone by a detailed audit, 
accomplished by detailed checking, was the common practice. Now 
we have the verification of financial statements taking its place, 
reducing greatly the volume of work and endeavoring to secure the 
advantages of sound financial statements without all that labor and 
efifort. 

I hope that it will not be out of place or sound ungracious if I 
express the opinion that we would have been still better oflF if the 
attitudes and the processes of accounting and cost finding could have 
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been more applied to the measures which have been passed, the atti- 
tude of fact-finding and cost consideration, rather than the attitude 
which sometimes characterizes our legal brethren, the tendency to 
impose restrictions without thinking sufficiently of the relative costs 
and the benefits to be derived. On many occasions lawyers have had 
too much to say in these matters, and accountants somewhat too little. 
That may be partly our own fault in that we have not made ourselves 
more articulate, and it is part of our duty that we should in these 
times express ourselves whenever we feel able to measure the relative 
benefits derived from these proposals and the costs which they 
involve. 

Accounting Is Responsibility 

I started out by emphasizing the responsibilities of business. It 
is unnecessary to say here that accounting is responsibility. We have 
those famous words of Holy Scripture, ‘‘Give an account of thy 
stewardship; for thou mayest be no longer steward.’’ That is the 
accountant’s duty everywhere, to give an account of stewardship, an 
account of the management to all whom it may concern. And the 
first element in that duty, of course, the first necessity, is that that 
account shall be a true, a clear, and a faithful account. 

To whom are these responsibilities held? They are held to cus- 
tomers, to employees, to stockholders, and to the government. You 
may be able to think up other groups, but these will suffice for this 
morning. The responsibilities of business to employees will shortly 
be dealt with more fully by Mr. Camman. But it may here be said 
that the first interest of employees is in regular and steady employ- 
ment at a decent wage. There, again, is something which only able 
management can provide. The government cannot provide regular 
employment at a decent wage. Only effective and able management 
can do that, and management which is informed and directed in its 
efforts by clear and sound and reliable information on its own opera- 
tions. 

The responsibilities of business to customers have not been quite 
so evident in the recent movements as the other responsibilities which 
have been mentioned. Apparently it is felt, and I think rightly so, 
that the movements of competition under our competitive system go 
a long way to take care of customers. No new inventions last very 
long without reaching down to a better article supplied to the cus- 
tomer at a better price. 
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Overhead Rates and Decreasing Costs 

But here I would like to say a few words upon a subject which 
has been discussed a great deal in these conventions and in our chap- 
ter meetings. We are all acquainted with the idea that overhead, a 
normal amount of overhead, should be absorbed by a normal volume 
of business, and we have felt it essential in the interests of a healthy 
business that this should be carefully worked out; probably every- 
body here agrees with that general position. But it is possible that 
the conservative instincts of accountants may sometimes lead us a 
little to one side in that question. In other words, the progress of 
science and invention, the development of labor-saving devices, will 
necessarily and inevitably result in lower and lower costs of produc- 
tion, and we are all familiar with that fact, too. 

Now it seems to be agreed by most economists of standing that 
this particular situation calls for passing on those economies to cus- 
tomers in the shape of lower prices as fast as they safely can be 
passed on, because only by so doing can the volume of business be 
increased to the point that will provide more and more employment 
which will absorb those who have been displaced by the labor-saving 
devices. This is something which calls for the highest amount of 
cooperation between cost accountants and management, and for the 
highest degree of judgment in determining just how far a business 
can safely go. It is all very well for an outsider, for somebody who 
has never been in business and is unacquainted with its problems, to 
come in and advise business to cut the price. But we all know that 
the company which goes too far in that direction is creating for itself 
and for the economic world generally a great amount of trouble, and 
the problem is to balance these various forces and come to a right 
and true judgment as nearly as is possible in the circumstances. 

Has the Accountant Been Too Conservative f 

But as I consider the publications of the N. A. C. A. and the 
speeches which we have heard in our conventions and from chapter 
platforms, I have the feeling that there has been a slight overemphasis 
on the conservative side, namely, in applying our overhead only on 
the volume of business which we have experienced in the past, and 
not thinking quite enough about the potential volume of business 
which we might get in the future. I do not pretend for a moment 
that this is a simple question. It is a very intricate question indeed ; 
it raises the problem of how elastic the market is; in other words, if 
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you reduce the price, can you get a larger volume of business ? Will 
the increase be sufficient to compensate for the price reduction ? 

It may be that this overemphasis of the conservative side is a 
necessary correction of another powerful influence. Business men 
are made all too conscious, by the incessant forces of competition, of 
the tendencies to reduce prices, so that in many areas the order of 
procedure is to cut prices first, and then discover the economies 
which make those prices possible. Where this condition has pre- 
vailed it cannot be charged that the conservatism of accounting has 
retarded the adjustment of business to the adoption of labor-saving 
devices. In any case it is clear that the competitive order goes a 
long way to take care of the responsibilities of business to its 
customers. 

Taxes and the Responsibilities of Business to Government 

As to the responsibilities of business to government, we are all 
acquainted with the income tax. A large part of this responsibility 
is comprised in the preparation of a proper and correct income tax 
return, indicating the liability of the business to the government for 
an income tax. That clearly is something which calls for a great 
amount of effort by accountants. Accountants have in the past helped 
to make the income tax administration possible and workable. Many 
of us can remember the chaotic conditions of 15 to 20 years ago, 
and people going about — ^people who well understood what they were 
talking about — saying that the income tax would have to be repealed 
because it was administratively impossible. But it was in those days 
made administratively possible by the services and the good offices of 
accountants working for the government, for private industry, and 
as public accountants. 

Today we have new proposals before us. We have new theories 
of taxation, and it is proposed not only to tax income, corporate 
income as such, but to tax again that part of corporate income which 
remains undistributed. That, unquestionably, will lay greater re- 
sponsibilities than ever upon accountants, because the problems as 
to what is proper to distribute, what are the financial needs of the 
business in maintaining a healthy current ratio, in maintaining its 
plant and its inventories in a satisfactory condition, are problems on 
which an accountant must necessarily supply the information for 
good judgment, and hence it appears again that, when society lays 
greater responsibilities upon business, business must turn around and 
pass much of those responsibilities on to accountants. And again 
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it IS being asserted in some quarters that this new law will prove 
administratively unworkable, because of its complexity. Whether 
this be so or not, it is certain that, in so far as it is found practicable, 
that result again will come from the efforts of accountants who find 
the means of giving it effect. 

Before I go further I would digress to one other point. Many 
people, in discussing these responsibilities of business to the various 
groups named, are disposed to speak as if these groups were separate 
and distinct, but they are not. Stockholders work somewhere ; they 
are employees. They buy things and consume things ; they are cus- 
tomers. The various groups overlap one another to a very consider- 
able extent, and m many of our public discussions that fact is often 
forgotten. It is, however, convenient to deal with them here in 
these groups, and legislation has, in fact, tended to deal with them 
under these various categories of employees, stockholders, customers, 
and so on. 

Principle of the Securities Acts 

The keynote of the legislation known as the Securities Act and the 
Exchange Act is that investors are to be protected by furnishing to 
them full, complete, and reliable information about the financial con- 
dition of the business. 

I ask you, where is such information to come from? Accountants, 
of course, must provide it, and here accounting resources are again 
to be taxed m the highest degree; not only the technical processes of 
accounting but also that accounting judgment which is so important 
must come in and be applied to this problem gf setting up sound 
balance sheets and sound income statements, if investors are to have 
the kind of information which they ought to have, and with which 
the legislation is designed to provide them. 

S. E. C, Does Not Approve Securities 

This is something that many people are not entirely clear about. 
Some of them have the impression that there is some element of 
approval or guarantee by the government upon securities listed with 
the Securities and Exchange Commission, but that is emphatically 
not so. On almost every release which under the Securities Act 
issues from the Commission there is printed the words, ''Note: 
In no case does the act of filing with the Commission give to any 
security its approval or indicate that the Commission has passed on 
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the merits of the issue or that the registration statement itself is 
correct.’’ 

In other words, there is no element of approval ; there is no element 
of guarantee. The whole thing consists in furnishing sound, reliable, 
complete information to the investors, and then leaving the investors 
to use their own judgment. If, for example, anybody does want to 
undertake’to manufacture gold bricks out of sand, and if others do 
want to put their money into it, the government will not intervene, 
providing everybody understands exactly and clearly what is going 
on. But as a matter of practice these conditions would not be likely 
to be fulfilled to the satisfaction of the Commission. Other sections 
of the Securities Act (§ 17) authorize the Commission to prevent 
the issue of securities for fraudulent purposes, and it is not probable 
that a scheme which was inherently fraudulent could be presented to 
investors with such candor and completeness of disclosure as to 
escape the condemnation of the Commission. Even these sections, 
however, lay their emphasis upon the character of the information 
by means of which people may be deceived. 

This was very well expressed in a recent case in England, and 
some of those English cases have had some influence on our Amer- 
ican legislation. But the case I now refer to has been quite recent, 
and is known as the Pepper Case. Some of you may have seen it 
quoted in the Journal of Accountancy. The learned judge used a 
very effective expression in summing up the situation. He said: 

The argument is not that in this or that particular this prospectus 
was untrue. The argument is thai its whole purpose and effect were to 
deceive. It is said that no suitable words could have been included in 
the prospectus to repair the omission It is not quite clear what that 
proposition means. If suitable and true words had been there it might 
well be that the prospectus would not have been of much use. Suppose 
there had been a note: ‘N. B. — You are apparently being invited to 
subscribe in a well-known old-established ordinary business carrying 
on its operations on approved lines. You are really being invited to 
trust your money to a gambling speculation to make a comer in pep- 
per.^ It would have been the truth but the utility of the prospectus 
might have been extremely small.^ 

That expresses in a very few words the spirit of our own legisla- 
tion. You can undertake any legitimate business, and can offer 
securities to the public and invite their subscription to participate in 
those activities, provided you make it entirely clear to everybody 
what the activities are, and what the attendant financial circum- 
stances. 

1 Editorial, Journal of Accountancy, June, 1936, p. 405. 
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Part Played by the Accountant and Accounting 

In all these things the question of depreciation, the question of 
overhead allocation, the question of inventory valuation, and other 
questions enter very materially into the determination of sound 
balance sheets and sound income statements, and the result is 
that the responsibilities which the American people, through their 
government, have placed upon business are, in turn, being largely 
passed on to accountants. They are the people who must function 
to supply the required information. 

But it has also seemed to me to be one of the collateral advantages 
of this legislation, that many people not trained as accountants have 
been forced to think about a balance sheet, about an income state- 
ment, and about accounting problems more than ever before ; direc- 
tors, officers of corporations, lawyers, engineers, and people like that 
who have not had their primary training in accounting have been 
driven by this legislation, and the responsibilities which it placed 
upon them, to ask themselves : ‘‘What is a good balance sheet ?” and 
“What is a proper income statement?'’ That is all to the good. It 
is very necessary. In fact, it is high time that our business men 
generally, our legal and other professional advisors, should still fur- 
ther acquaint themselves with the principles of good accounting 
practice. 

Opportunity for Younger Men 

It always happens at these conventions and at our chapter meetings 
that younger men will say, “Well, these problems of policy are very 
interesting, and I should greatly like to have a chance to participate 
in them, but they don't seem to come near me.” 

That is or has been true of all of us; we have all had to cut our 
eye teeth in these things. We have all had to take the early steps in 
learning accounting, and, if I may again refer to the Scriptures — I 
hope this won't get too Scriptural— it was the man who was faithful 
in a few things who was made ruler over many. And that is the way 
in which anybody and everybody goes up the ladder. It is true that 
the technical processes of accounting have to be carried out, and 
people have to make a beginning at those points. But personally, 
after traveling over this country and seeing a great deal of business, 
I have very little question but that, if a man really has the ability, 
the character, and the judgment to participate in the discussion of 
these problems to which I have referred, he will find ample oppor- 
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tunity to exercise that ability. We have in our own Association since 
its early days seen many young men go up the line and become more 
and more proficient in these things, and therefore acquire greater 
and greater responsibilities. 

N, A. C, A, Publications Show Accountants Aid to Management 

The things which have been discussed are well illustrated in a 
publication which our Association put out recently, namely, the 
''Topical Index” to all the publications since the beginning down to 
January, 1936. In connection with the preparation of this paper, I 
have taken occasion to study that "Topical Index” a good deal, ask- 
ing myself what the N. A. C. A. stands for, and what it has done. 
If you will do the same thing, you will find that the outstanding and 
preponderant subjects of discussion have been standard costs, budget- 
ing, and cost accounting for the different industries. 

What does that mean ? It means that by such measures, by budget- 
ing, by standard costs, and by the application of sound cost principles 
to the different industries, accountants and cost accountants have 
furnished management with the kind of information it ought to 
have if it is successfully to carry out its responsibilities. 

It is a very interesting and a quite astonishing thing to count the 
number of references in that "Topical Index” to the subjects of 
budgeting, standard costs, and cost accounting for the different in- 
dustries, the last-named being listed under the several industries. 
That, I think, expresses the spirit of this Association. We have 
always endeavored, it has always been our purpose and our interest, 
to furnish the information to management and to others which will 
lead to effective and able and competent management, because it is 
only by such management that business will be able to carry on, and 
will assume successfully the responsibilities which have been placed 
upon it in our line, and that the happiness of the American people 
will be served. 

CHAIRMAN MONROE: I think Professor Sanders, that that 
applause — ^that expression of appreciation — says more than I can 
hope to say. 

There will be no discussion immediately following this talk. We 
will have our discussion after the second speaker. 

Professor Sanders has spoken to us in a broad way of the neces- 
sity of legislation. He has touched upon most of the important 
legislation that has been passed in the last few years. Our next 
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speaker is going to confine himself to one piece of legislation. How- 
ever, it is probably as important as most of the others put together. 

Our second speaker is also a Past National President of our 
Association. Again, I am embarrassed to try to tell you of all of 
his accomplishments, both in the accounting field and in our own 
Association. I have a two-page biography, but I shall not attempt 
to read it. I am very happy to present to you, Eric A. Camman, 
former President of our Association, who is going to speak to you 
on the Social Security Act, at $7,000,000,000 a year. 


THE FEDERAL SOCIAL SECURITY ACT * 

Eric A. Camman 

Partner, Peat, Marwick, Mitchell & Co., 

New York, N. Y. 

L et me begin by reiterating what President Lohnes said and 
what Professor Sanders clearly indicated in his address, that 
what I have to say on the Federal Social Security Act will be free 
from any considerations of partisan politics. In niy opinion the Act 
is not to be associated with current political trends but is rather to be 
regarded as a natural development in social concepts, expedited at 
this time by the influence of extraordinary economic pressure. 

The object of my comments is to review briefly the terms of the 
law, to summarize its contents and to point out some of its signifi- 
cant possibilities. The more one studies the subject the more one 
becomes impressed with the far-reaching importance of this legisla- 
tion. 

It is perhaps not too much to say that the provisions of this Act 
may be of wider influence upon our conventions and practices, indus- 
trially and socially, than any other legislation which has been passed 
in recent years. Strangely enough, the Social Security Act has not 
aroused as much general interest, judging by headlines in the news, 
as some of these other measures. Its importance will be recognized, 
however, when it is considered that it will affect directly more than 
one-half of the gainfully occupied population, and indirectly the 

* Editorial note : Mr. Camman's remarks at the opening session of our meet- 
ing in Cincinnati were based in part upon material in an article prepared by 
him earlier and published in the Journal of Accountancy in April, 1936. 

Through the courtesy of the publishers of the Journal of Accountancy, refer- 
ence to this material and presentation of a chart and certain tables which 
appeared in that magazine are made possible. 
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entire population, and will require a span of about two generations 
to come into fruition in all its planned scope. 

We are not the first country to undertake social legislation of the 
kind. Relative laws have been passed in eighteen or nineteen other 
countries. Great Britain has had some thirty-five laws or changes 
in its employment laws during the last twenty-five years. Hence, 
the subject and objects are not wholly new, but we have new or 
different problems in our country and new or different provisions 
proposed to deal with them. 

Some of these provisions are of questionable merit, so questionable 
indeed as to cause grave concern in many quarters as to the conse- 
quence of attempting to carry them out. There is also some doubt 
as to the constitutionality of the present Act. It would be a mistaken 
idea, however, to rely upon a possibility of the law being declared 
unconstitutional for the remedy to faulty provisions. If this law is 
declarjed unconstitutional we shall, beyond a reasonable doubt, soon 
have another measure, and no one can tell whether it may not contain 
more vicious proposals. When we remember the number and variety 
of social movements which have gotten under way during these hard 
years, the Townsend Plan, the Share-the- Wealth Movement, the 
Ezekiel Plan proposing to give $2500 a year to every worker, and 
others, all aimed to exert political pressure to bring about benefits 
for particular classes of the population, we must appreciate that there 
are forces at work that must be accepted and issues that must be 
met. It will not do to ridicule the impractical and fantastic phases 
of these movements and otherwise to sit idly by in the expectation 
that they will pass off like summer storms 

They would merely multiply For instance, a news item in the 
Wall Street Journal recently described a measure put forward by 
Representative Goldsborough, offering a "'social credit scheme” to 
give all an income of at least $5 a month. The necessary money is 
supposed to come from an ingenious scheme whereby if one wishes to 
buy a hat priced at $4 one pays $3 in cash and signs a certificate for 
the remaining dollar. The certificate is to be discounted by the store- 
keeper and eventually is to be redeemed by the national government 
out of the "profits of the government.” 

The Commercial and Financial Chronicle recently reported tlie 
organization of a federation of the unemployed. The motion was 
adopted by a vote of some 130,000 in favor to 21,000 against, cast 
by delegates from twenty-five states, and with this motion a resolu- 
tion was carried to form the Workers Alliance of America with a 
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membership of 300,000, and as a result of the vote a national mem- 
bership drive was to begin in May. Efforts will be made to establish 
or form three hundred new locals with district organizers and to 
undertake the publication of an eight-page weekly newspaper for the 
unemjjloyed. 

My* object in referring to these various movements is to call to 
your attention the seriousness of the situation and to indicate that 
it is incumbent upon us to take an interest in them and to study the 
present law with the object of guiding the administration and de- 
velopment of it into the right channels. 

General Provisions of the Act 

The Social Security Act, as most of you know, contains some 
seventy-five sections separated into eleven titles or chapters* In 
substance these consist of four parts in the program. The first part 
provides for monthly old-age pensions for employees in pertain 
occupational classes who reach sixty-five years of age and retire. 
The second part sets up machinery for unemployment compensation 
for employees, again in certain occupational classes closely parallel 
to those covered in the first part, except that they must be persons 
who have been employed and are thrown out of work This part 
also contemplates an administration for finding suitable jobs for 
them in private employ or, failing that, in times of serious depression 
when compensation is exhausted, in public works. The third part 
authorizes the appropriation of funds in the shape of grants to states 
for social service toward the welfare of mothers and children, of the 
blind, of the public health and of needy aged persons who do not 
come under the* old-age benefit plan mentioned in the first part. 
Lastly, the fourth part concerns the administration of the other 
three parts. It is not one of the major objectives but it is so large 
and inseparable a phase of the whole program that it really deserves 
mention as a major part. Administration also includes research and 
future development in social legislation and in policies in the field of 
social welfare. 

Taxes are provided out of which, for all practical purposes, the 
necessary revenues are to be derived. The tax rates are set on a 
graduating scale beginning at 1% and rising through the next twelve 
years to the maximum of approximately 9%. I say approximately 
because, depending upon the provisions of state laws, the maximum 
may be slightly more. The 9% is to be divided approximately into 
6% paid by employers and 3% by employees. 
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There have been some predictions to the general purport that the 
tax on employers of 6% will ultimately grow to be 10 or 15% in 
price advances. There have even been references to the payroll tax 
as a pyramiding one like the sales tax. Such predictions are 
fallacious. We should not make the error of overstatement in our 
zeal to combat measures which we regard as unsound. 

The fallacy can be made clear by a simple illustration, using 
hypothetical figures to represent costs on products assumed to pass 
from one process to another through several steps. For instance: 


1 

Materials 2 3 4 

and All Net Profit Sales 

Overhead Labor % Amount Pnce 

First process $ .11 $ .88 10 $ .11 $ 1 10 

Second process 1.10 .59 8 .15 1.84 

Third process 1 84 2.24 12 .55 4.63 

Fourth process 4 63 1080 4 .64 16 07 

Fifth process 16.07 402 ^ 1.28 21.37 

Total $1853 $2.73 


Assuming that these figures represent conditions before the influ- 
ence of the new tax, we may set up another table showing what the 
costs would become if each processor paid a tax of 6% upon labor, 
paid more for his raw materials and for his overhead and raised his 
profit sufficiently to maintain the original percentage on sales. The 
figures then would become : 


s 

Materials 6 7 8 9 

and All Price 

Overhead Labor Net Profit Sales Index 

(a) (b) % Amount Pnce (c) 

First process $ .11 $ .93 10 $ .11 $ 1.15 1.045 

Second process 1.15 .63 8 .15 1.93 1.048 

Third process 1.93 2.37 12 .59 4.89 1.056 

Fourth process 4.89 11.45 4 .68 17.02 1 059 

Fifth process 1^ ^ _6 ^ 22.64 1.059 

Total $19.64 ~ ^ 

Increase over (1) .. $ 1.11 $ .16 

Increase in final sales 

price per (1) $ 1.27 


(a) At preceding increased sales price. 

(bj At 1.06 to include tax. 

(c; Ratio to previously existing sales price. 


It will be seen that the increased sales levels do not exceed an 
increase of 6% from the respective former levels. Qearly if all of 
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the elements in the sales dollar rose from a level of 100 to 106 the 
resulting price level would be 106. 

The illustration serves to show on the other hand what will happen 
if all increases are uniformly passed along. In that event the final 
purchaser pays the total taxes plus any increase in profit. The ulti- 
mate price has advanced only 6% but the aggregate increases have 
accumulated in it. This is not the same thing as a sales tax, however, 
which would advance automatically and geometrically. It is not 
probable that the payroll tax will be consistently and uniformly 
passed along, for a number of reasons which will tend to restrain 
the increase. 

It has also been said that the Act will seriously reduce purchasing 
power through the combined efifect of an advance in prices to 106 
and a reduction in the income of employees to 97, the net result of 
which would be a reduction in purchasing power to 91j4. It is 
altogether probable that this effect will not be fully realized and that 
the usual influences upon price behaviour will tend to restrain this 
effect. 

It is true that a tax upon pa 5 Trolls will fall unequally upon manu- 
facturers and upon industries. A manufacturer with a low labor 
cost will pay a lower tax, being thus subject to a lighter burden than 
a manufacturer with a high labor cost who will pay a greater tax. 
The same disparity will appear between industries. This condition 
will raise new problems of adj'ustment, which are perplexing and 
with which we shall have to learn how to deal. It is not plain how 
to get around the difficulty by other tax rates, assuming payroll to 
be the proper basis, because the only apparent expedient would be a 
resort to steps varying the tax rates according to the percentage of 
labor cost. This expedient would involve great practical difficulties 
in administration and in the end would only be equivalent to assess- 
ing taxes at lower rates upon total costs, which would be <~oming 
quite close to a sales tax basis. 

The Cost of Social Security 

The total cost of our Social Security Act may be expected to be in 
keeping with its unprecedented scope. I have estimated that accord- 
ing to the present terms this total cost will amount to some 7 billion 
dollars a year in 1980, when the provisions become fully operative. 
The Act itself does not provide for any such sum. It authorizes 
about ISO million dollars a year, but that is just the beginning. In 
April the President asked for 460 million dollars in the Public Relief 
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Bill for the current year, of which, incidentally, 38 million dollars 
was for administration. 

Looking to the future we find, according to the tables in the report 
of the Senate Finance Committee, that the total tax revenues in 1980 
are expected to amount to 3,405 million dollars (see Schedule 1). 
This still does not represent the ultimate total annual cost, which it 
may be expected will be entailed in carrying out the various pro- 
visions of the Act on the part of the federal government and of the 
states together. As mentioned, I estimate the minimum annual cost 
will amount to 7 billion dollars. My estimate is based upon the 
following reasoning. 

For the part of the program providing grants to states in aid of 
various social services other than old-age assistance, the Act orig- 
inally contemplates expenditure of some 50 million dollars. (See 
Schedule 2.) This does not include the share which must be raised 
by the states themselves, which may be roughly estimated to be an 
equal amount. Adding for the probability of increases with the 
passage of time another like amount, one may set down for state 
grants at least ISO million dollars. 

The 90% share of the federal taxes for unemployment compensa- 
tion which the Act authorizes to be remitted to conforming states, if 
full advantage is taken of it, will amount to about 1 billion dollars 
in the year 1980. 

It is also estimated that in 1980 the annual tax collections for the 
old-age benefit plan will amount to 2,180 million dollars. This sum 
is not sufficient to pay the benefits then expected to be payable and 
the insufficiency, to an amount of 1,400 million dollars, is intended 
to be derived from interest earned on the retirement reserve fund. 
It does not seem likely to me that this interest can be earned, as later 
explained, therefore we should set down at least another billion 
dollars annual cost which must be raised from general taxation. 
This addition will bring the annual cost of the old-age benefit plan 
to a total of 3,180 million dollars. 

For the assistance of needy aged persons who can not draw benefits 
under the old-age benefit plan and therefore must be provided for 
out of state grants, a further allowance must be made. A reasonable 
estimate of the number of aged persons requiring such assistance in 
1980 would be about 6 million and, computing the amount of such 
assistance at $400 per annum per capita, the total cost would be, after 
including 5% for administration, 2,500 million dollars. 
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Schedule 2 


AppROPRiAnoNs Authorized in the Federal Social Security Act of 1935 and 
Those Recommended by the Committee on Appropriations January 21, 1936 


Social security board — 

Grants to states* 

Unemployment (administration) (title III) .. . 


Amounts author- 
ized in the social 
security act for 
1936 
(a) 

$ 4,000,000 (d) 

Amounts rec- 
ommended by 
committee on 
appropriations 
report Jan. 21, 
1936 for 1936 
(c) 

$ 2,250,000 

Old age assistance (title I) ... 


49,750,000 

24,660,000 

Dependent children (title IV) 


24,750,000 

5,000,000 

Aid to the blind (title X) 

... 

3,000,000 

2,000,000 

Total, grants . 


$ 81,500,000 

$33,910,000 

Administration (titles I, IV, VII and X) 


530,000 (b) 

1,000,000 

Total, social-security board 

. ... 

$ 82,030,000 

$34,910,000 

Treasury Department, public health service — 

Grants to states (title VT — sec. 601) 


$ 8,000,000 

$ 3,333,000 

Administration and reseaich (title VI — sec. 603) 


2,000,000 

375,000 

Total, public health service 


$ 10,000,000 

$ 3,708,000 

Department of labor: children's bureau — 

Grants to states 

Maternal and child health (title V — part 1) . . . 


$ 3,800,000 

$ 1,580,000 

Crippled children (title V — part 2) 


2,850,000 

1,187,000 

Child-welfare (title V — part 3) 


1,500,000 

625,000 

Total, grants 


$ 8,150,000 

$ 3,392,000 

Administration (title V — part 5) 


425,000 

150,000 

Total, children’s bureau 


$ 8,575,000 

$ 3,542,000 

Department of the interior: office of education — 
Grants to states — vocational rehabilitation (title 
Fart 4) 

V— 

$ 841,000 

$ 350,000 

Administration (title V — part 4) * 


22,000 

4,500 

Total, office of education 

— 

$ 863,000 

$ 354,500 

Department of commerce: bureau of the census — 
Administration 

Grand total (before including administration allow- 
ance in old-age benefit plan, running ultimately 
to about $100,000,000 — see schedule “2”) 

$101,468,000 

$ 150,000 

$42,664,500 


(a) Fiscal year ending June 30th. 

<b) The act authorized $530,000 for administration of old-age assistance, dependent chil- 
dren and aid to the blind, as included herein, and an indeterminate amount for the 
social-security board, which is not included herein. 

(c) H. R. 10,464 for fiscal year to June 30th. The original bill (H. R. 9,215) having 

failed to pass at the 1st session of the 74th congress, some of the amounts now 
cover only five months instead of ten months* requirements. 

(d) For the fiscal year ending June 30, 1937, and each fiscal year thereafter, the amount 

for grants to states for unemployment compensation administration is $49,000,000 — 
increase of $45,000,000. 
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Lastly foi* administration a reasonable estimate would be 225 
million dollars per annum. (See Schedule 1.) 

Summarizing these estimates we have the following amounts of 
annual cost: 


State grants program $ 150,000,000 

Unemployment compensation program 1,000,000,000 

Federal old-age benefit program 3,180,000,000 

State old-age assistance 2,520,000,000 

Administration 225,000,000 


Total, before allowance for contingencies $7,075,000,000 


The Federal Old-Age Pension Plan 

The old-age retirement pension plan in the Social Security Act 
stipulates monthly pensions to all employees who reach the age of 
65 and stop working. The only conditions necessary to qualify a 
person for a pension is that that person shall have earned $2,000 at 
any time throughout five years in certain occupations. The occupa- 
tions are specified by excluding particular occupations, namely agri- 
cultural labor, domestic service, government employees, railroad 
employees, crews of vessels, employees of non-profit organizations 
of certain kinds and casual labor. 

We have not time this morning to go far into the details of the 
amounts of the pensions and the further conditions surrounding 
their payment. I assume that you are all familiar with the text of 
the law which covers these features. It will be more useful to call 
to your attention some prominent aspects of the scheme as it is now 
laid down, which are open to serious question as to soundness and 
practicability. The first of these has to do with the establishment of 
a reserve fund. The Act contemplates the accumulation of a fund 
out of the taxes which are to be collected through the period of years 
until 1980 or thereabout. It is expressly required that the accumulat- 
ing fund is to be invested exclusively in federal securities. The 
principal of the fund is expected to reach the amount of 46,900 
million dollars in 1980, nearly 47 billion dollars. 

It is extremely doubtful that this plan can ever be carried out. It 
has never been attempted before on any such scale. During the 
years in which these monies are to be collected we shall pass through 
probably not less than six or seven different federal administrations 
in Washington, throughout which period the integrity of this fund 
must be maintained unimpaired Is it reasonable to expect in the 
stress of political struggles that the monies which the government is 
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receiving and which should go toward this fund will in fact be so ap- 
propriated and will not be drawn upon for other and apparently more 
pressing needs? We have not succeeded in accomplishing this on a 
much smaller scale, as Mr. Gunnarson has already pointed out in 
his article (''Social Security Legislation and Business Costs,” N. A. 
C. A. Bulletin, December IS, 1935), in which he refers to a deficiency 
in the fund under the retirement system for civil service employees 
of almost 1 billion dollars, owing to failure to appropriate the amounts 
necessary to keep the fund on an actuarially sound basis. Private 
insurance companies which offer annuities can do so only because 
they are severely restricted m the establishment of proper reserves 
which are not subject to impairment by political or other influences. 
There are no such restrictions in the present Act, which merely 
authorizes future Congresses to appropriate the monies which are 
raised from taxes, leaving it to future Congresses to do so. 

Another matter for concern is the requirement to invest the reserve 
in federal securities. The object, plainly enough, is to maintain the 
integrity of the fund from an investment standpoint, but the diffi- 
culty arises in the attempt to handle such a huge investment trust. 
What is to become of the national debt? The effect of the require- 
ment can only be to freeze the national debt at something above 47 
billion dollars. How much above is wholly a matter for speculation, 
but it seems reasonable to expect that the government will need to 
have some outstanding obligations to finance all its operations other 
than the old-age pension plan and this may easily raise the national 
debt to 60 billion dollars. This would be approximately, twice the 
present national debt and would mean that the interest on the in- 
crease, about 1 billion dollars, must come from an increase in general 
taxes. If this reasoning is logical it is futile* to talk about earning 
interest on the retirement reserve fund toward payment of pensions, 
when plainly it must come out of the pockets of the taxpayer. 

Furthermore, beyond the question of the practicability of handling 
the retirement reserve fund, there is real questioning of the sound- 
ness of the actuarial basis as it is now designed. The terms of the 
provisions for benefits are such that the benefits are not at all pro- 
portional to the contributions. The lowest paid workers will draw 
the highest rate of benefit, which means that those who have con- 
tributed the least will draw the most. Conversely, those who have 
contributed the most will pay the way for the others. Not only is 
this true, but the rate of advancement in the amount of pension with 
length of employment is much more rapid for the lowest paid worker 
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than for the highest paid worker. For instance, the $50-a-month 
employee is entitled to a pension after ten years of service amounting 
to 35% of his monthly pay, and in forty years this increases to 65% 
of his monthly pay. In contrast, the $250-a-month employee would 
receive after ten years only 15% of his monthly pay and after work- 
ing forty years only 32j4%. These conditions are graphically illus- 
trated in Chart 1. 

Another illustration will serve further to bring out this dispropor- 
tion. Under the present terms an employee earning $900 a year will 
in forty years have accumulated an amount which with 3% annual 
compound interest would be sufficient to pay his pension at his proper 
rate for about 9 years. On the other hand, an employee earning 
$3,000 per year would in forty years similarly have accumulated on 
his account an amount sufficient to pay his pension for about eighteen 
years. When we remember that life expectancy at 65 is something 
over twelve years, it is clear that the lower paid worker has not 
accumulated enough for his life expectancy and that the higher paid 
worker has accunilated too much. It is significant in this connection 
to recall that our lower paid workers are preponderant in numbers. 
Comparison of the pension obtainable under the present law with 
the cost of obtaining an annuity from any reputable life insurance 
company will show that the government plan is a mighty good bar- 
gain for any employee who can get in under the provisions. 

From another standpoint we should also seriously consider whether 
we are satisfied that we have reached the stage of development in 
civilization at which it is necessary for the state rather than the 
family to provide for all aged persons. If it is the case that we 
have come to the point at which the state must maintain half the 
aged population, we must be prepared soon to have it take care of 
the other half also. From this point it is only a short distance to 
another at which we must be prepared to recognize the age of re- 
tirement to be 60 instead of 65. The changes involved in this process 
are so fundamental and the change in concept is so radical that we 
should consider the step most seriously before we start definitely in 
that direction. 


Unemployment Compensation 

Time will not permit my going at any length into the provisions 
for the other parts of the Social Security program. Unemployment 
compensation generally seems to be a step in the right direction. 
Before the passage of the Act, manufacturers had already experi- 
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than for the highest paid worker. For instance, the $50“a-month 
employee is entitled to a pension after ten years of service amounting 
to 35% of his monthly pay, and in forty years this increases to 65% 
of his monthly pay. In contrast, the $250-a-month employee would 
receive after ten years only 15% of his monthly pay and after work- 
ing forty years only 32j^%. These conditions are graphically illus- 
trated in Chart 1. 

Another illustration will serve further to bring out this dispropor- 
tion. Under the present terms an employee earning $900 a year will 
in forty years have accumulated an amount which with 3% annual 
compound interest would be sufficient to pay his pension at his proper 
rate for about 9 years. On the other hand, an employee earning 
$3,000 per year would in forty years similarly have accumulated on 
his account an amount sufficient to pay his pension for about eighteen 
years. When we remember that life expectancy at 65 is something 
over twelve years, it is clear that the lower paid worker has not 
accumulated enough for his life expectancy and that the higher paid 
worker has accumlated too much. It is significant in this connection 
to recall that our lower paid workers are preponderant in numbers. 
Comparison of the pension obtainable under the present law with 
the cost of obtaining an annuity from any reputable life insurance 
company will show that the government plan is a mighty good bar- 
gain for any employee who can get in under the provisions. 

From another standpoint we should also seriously consider whether 
we are satisfied that we have reached the stage of development in 
civilization at which it is necessary for the state rather than the 
family to provide for all aged persons. If it is the case that we 
have come to the point at which the state must maintain half the 
aged population, we must be prepared soon to have it take care of 
the other half also. From this point it is only a short distance to 
another at which we must be prepared to recognize the age of re- 
tirement to be 60 instead of 65. The changes involved in this process 
are so fundamental and the change in concept is so radical that we 
should consider the step most seriously before we start definitely in 
that direction. 


Unemployment Compensation 

Time will not permit my going at any length into the provisions 
for the other parts of the Social Security program. Unemployment 
compensation generally seems to be a step in the right direction. 
Before the passage of the Act, manufacturers had already experi- 
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mented m unemployment compensation plans of their own, as well 
as sickness and health insurance However, the problem really is 
too great to be dealt with adequately by individual manufacturers 
It readily grows beyond the resources of any single manufacturer, 
and on a larger scale, beyond the ability of any single state to deal 
with it adequately with due regard to national welfare. 

The Act wisely provides for freedom of experimentation on the 
part of the respective states in various forms of unemployment com- 
pensation plans, out of which experience in course of time should 
come an indication of which are sound and desirable and which are 
faulty and need to be rejected. Although there are numerous and 
complex difficulties to be solved in connection with unemployment 
compensation, this part of the program does not involve such risky 
and doubtful features as the establishment of the huge reserve under 
the old-age pension plan. 

State Grants in Aid 

The part of the program providing for grants to states in aid of 
social welfare would probably find universal support. This part 
deals entirely with the alleviation of suffering, the improvement of 
conditions of the handicapped and the raising of general standards 
of health. It is likely that federal aid and coordination will sustain 
and strengthen these worthwhile activities, the general social benefit 
from which will far exceed their cost. 

Administration 

Administration seems likely to require the establishment of ac- 
counting systems on a grand scale. I do not propose to go into this 
phase of the subject, however, not only because of regard for your 
patience this morning, but more urgently because we have on our 
program this afternoon a speaker who will talk upon this subject 
and who is eminently competent by virtue of his position and ex- 
perience to deal with it. I shall merely point out in passing that it is 
contemplated under the Act to establish and extend federal-state 
employment offices. This is very clearly indicated in the report of 
the President’s committee on economic security: 

The employment service, however, will have to be still further ex- 
panded and improved if the measures for economic security we have 
suggested are to be put into efficient operation It is through the em- 
ployment offices that the unemployment compensation benefits and also 
the old-age annuities are^ to be paid. These offices must function as 
efficient placement agencies if the *willingness-to-work’ test of eligi- 
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bihty for benefits in unemployment compensation is to be made effec- 
tive. They now function to select the employees on public-works 
projects and should have a similar relation to any expanded public- 
employment program Above all, the employment offices should strive 
to become genuine clearing houses for all labor, at which all unem- 
ployed workers will be registered and to which employers will natu- 
rally turn when seeking employees 
To perform these important functions, a nation-wide system of em- 
ployment offices IS vital The nucleus for such a system exists in the 
United States employment service and the national reemployment serv- 
ice, which have always been combined ‘at headquarters’ and are now 
being consolidated in states where both have existed No fundamental 
change in the relation of the federal and state governments to the em- 
ployment offices IS deemed necessary, but some amendment of the Wag- 
ner-Peyser Act is needed to enable the employment offices to perform 
all the functions our program contemplates. The larger funds required 
will come from the portion of the federal payroll tax retained for ad- 
ministrative purposes. 

Closely related to the development of a more efficient employment 
service is the federal regulation of private employment agencies doing 
an interstate business The interstate business of such private agencies 
can not be regulated by the states, and, for the protection no less of the 
reputable agencies than of the workers, should be strictly regulated by 
the federal government. 

Apparently ve shall have to have quite a number of such offices. 
There must be enough to have an agency located within a reasonable 
distance of all the workers who ipay be called upon to use them. 
We have something like 3,000 counties in the United States, and an 
estimate of only 3 1/3 offices per county would indicate a total of 
some 10,000 of such agencies. This estimate may be deemed high, 
but let me recall to your mind that we already have established under 
the Wagner-Peyser Act about 250 employment offices and that we 
already have some 1,250 branch offices under the national reem- 
ployment service. 

Conclusion 

My comments have dealt in a necessarily brief manner with some 
of the more prominent phases of the new law. Obviously they can 
not cover the subject comprehensively, but I hope that they may 
serve to register upon your minds the fact that the federal Social 
Security Act of 1935 is a momentous development in our history. 
Its province and its requirements are vast in scope and its probable 
minimum annual cost when it gets under way will be 7 billion dollars. 
It is not a temporary experiment but a definite trend, that we may 
well regard as permanent, in the direction of forms of social welfare 
provisions. The manner in which and the extent to which these 

* Report to the President of the Committee on Economic Security, January 
15, 1935, pp. 46, 47. 
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provisions shall wisely be made are matters of important concern 
to each and all of us. 

CHAIRMAN MONROE: We will now throw the session open 
to discussion and questions. These two talks do not lend themselves 
so much to discussion, due to their nature, as they do questions 
If you know the speakers as well as I do, you might hesitate to 
enter into discussion with them. 

This talk of Mr. Camman’s has built a very sound foundation for 
this afternoon’s session in which I feel sure you will be interested 
The talks will be concerned with the administration of the Act, which 
Mr. Camman has so clearly discussed from a political and economic 
viewpoint. 

. The meeting recessed at twelve o'clock. . . . 
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CHAIRMAN MONROE: This morning it was our pleasure to 
listen to a very fine talk on the Social Security Act, that is, the Act 
itself and its possible social and financial problems. This afternoon 
we are going to discuss the meat of the Act from our own viewpoint, 
i.e,, how it is going to afifect us and our jobs. 

We have three speakers. The first is going to speak from the view- 
point of federal administration by the Social Security Board. The 
second speaker is going to speak to us from the viewpoint of the 
state administration, and the third speaker is going to speak from the 
viewpoint of the industrial accountant. 

Our speaker from the Social Security Board this afternoon has 
been connected with the government in the field of research work 
since 1916. He is Vice President of the Brookings Institution. In 
some of his more recent connections he was Budget Technician to 
General Dawes, the first Director of the Budget, and last year he 
worked with the Agricultural Adjustment Administration in charge 
of the auditing and disbursement of the funds to the millions of 
farmers and beneficiaries of the Act. 

At the present time he is Coordinator of the Social Security Board. 
He is a man who wants to understand our problems, and he is going 
to tell us some of his so that we can talk and act on a common ground 
He IS a Certified Public Accountant and has written several books. 
I have great pleasure in introducing to you, Mr. Henry P. SeidemaLnn 

THE ORGANIZATION AND SOME OF THE ADMINIS- 
TRATIVE PROBLEMS OF THE SOCIAL 
SECURITY BOARD 

Henry P. Seidemann 

Coordinator, Social Security Board, 

Washington, D. C. 

I T gives me great pleasure to appear before you again. Some of 
the oldsters may remember me back in 1923 at Atlantic City. 
I am now associated with the Social Security Board, and the subject 
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of my talk is, “The Organization and Some of the Administrative 
Problems of the Social Security Board 

Before describing the functions of the several organization units 
set up by the Social Security Board to administer that part of the 
Social Security Act assigned to the Board, I would like to say a 
word regarding the underlying philosophy of social security. 

Social security has to do with our relationship with all the insti- 
tutions of life; with the family, with our neighbors, with the factory 
and the nearby store It concerns all our activities and contacts that 
make up daily living. 

The Problem of Social Security 

The problem of providing against economic insecurity is not new. 
It is as old as civilization, and the cost has always existed and always 
will exist. For years this country has been trying to avoid the type 
of destitution, the kind of demoralization that comes when the work- 
ers are cut away from all the stabilizing influences of life. We have 
been trying for years to do away with the hazards of enforced idle- 
ness and to eliminate poverty from a man^s last years. 

Throughout the history of the nation, provisions in some form 
have been made for those who could not provide for themselves, 
but these provisions have not been entirely adequate. In the com- 
plexity of modern social relationships, the need of providing a prac- 
tical means for carrying competent people over periods of idleness 
is obvious. 

For most people the ability to buy is dependent upon a job. The 
speeding up of industry shortens the work span of man’s earning 
period while at the same time increasing numbers live to advancing 
years with old-age dependency constantly increasing. 

The hazard of economic insecurity from unemployment and old- 
age dependency is inevitably a by-product of an industrial age, and 
the problem of providing against it has become more difficult to solve 
as industrialization has progressed. 

The Social Security Act provides industry with a more nearly ade- 
quate, more orderly, and more sound method of providing against 
economic insecurity than ever devised before in this country. The 
methods proposed under the Act form merely a new approach to an 
old problem, better adapted, we think, to modern industrial condi- 
tions, and designed to give more adequate economic security to our 
people than ever before. The Social Security Act sets up the frame- 
work within which the nation can work out a more efficient system. 
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The provisions of the Social Security Act are administered in 
part by the Social Security Board, and in part by the Treasury De- 
partment, the Children’s Bureau of the Department of Labor, the 
Surgeon General of the Public Health Service, and the Office of 
Education of the Department of the Interior. 

The parts of the Act administered by the Social Security Board 
fall into three general categories: (1) Public Assistance; (2) Un- 
employment Compensation; and (3) Federal Old-Age Benefits. 

Public Assistance 

Under Public Assistance are the provisions for grants by the Fed- 
eral Government to the states for, (1) aid to the needy aged; (2) 
aid to dependent children; and (3) aid to the blind. 

In relation to all three of these public assistance provisions, action 
by the states is necessary, and a cooperative Federal-State relation- 
ship for financial purposes is required. The Federal Government 
cooperates with the states in carrying out their assistance plans, mak- 
ing grants to the states as a contribution toward the cost of support- 
ing those for whom this part of the Act provides assistance as well 
as toward the cost of administration by the states. 

Unemployment Compensation 

The second major category is that of Unemployment Compensa- 
tion. In this respect, also, the Social Security Act is essentially an 
enabling statute, designed to enable the states to enact and adminis- 
ter their own unemployment compensation laws. The administration 
of the state unemployment compensation laws is a state responsi- 
bility performed in cooperation with the Federal Government. 

Under the Act the Federal Government does not require the states 
to enact unemplo 3 nTient compensation laws of any particular type. 
Their freedom to pass laws best suited to their local conditions and 
problems is protected. Except for certain basic standards, state acts 
may and do vary widely and still comply with the Social Security 
Act. 

Federal Old-Age BeneUts 

The third major category is that providing for Federal old-age 
benefits. This is the only feature of the Act in which the states do 
not participate in administrative responsibility. 

The largest task which the Social Security Act places upon the 
Board is that of administering the provisions for Federal old-age 
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retirement benefits. Since this title of the Act presents many ad- 
ministrative problems, I wish to explain these provisions in some 
detail. 

Provisions Relating to Old-Age Benefits 

Under the pi'ovisions of Title II, Federal old-age retirement bene- 
fits are paid to qualified individuals out of an “old-age reserve ac- 
count^' set up in the Federal Treasury. A qualified individual is one 
who is at least sixty-five years of age, who received total wages with 
respect to employment after December 31, 1936, and before attain- 
ing sixty-five years of age, of not less than $ 2 , 000 , and who has been 
employed in some five different calendar years after December 31, 
1936, before attaining the age of sixty-five years. 

The “wages’’ on which benefits are based do not include certain 
wages ; for instance, wages received for agricultural labor ; domestic 
service in a private home; casual labor; service on a vessel docu- 
mented under the laws of the United States or any foreign country ; 
service for Federal or state governments or their political subdivi- 
sions or instrumentalities ; and service for wholly non-profit literary, 
religious, scientific, charitable, educational and humane organizations 
Service in the employment of a carrier as defined in the Railroad 
Retirement Act of 1935 is further excluded. In addition, that part 
of an individual’s remuneration in excess of $3,000 per year from 
any one employer is not counted as such “wages ” 

A qualified individual is entitled to retirement benefits from the 
day he reaches sixty-five, or on January 1, 1942, whichever is later, 
and ending at his death. The i-etirement benefits will be paid at 
monthly intervals in amounts computed as follows: per cent of 

the first $3,000 of total wages (as defined), plus %2 per cent of the 
next $42,000 of such total wages, plus ^4 per cent of all over 
$45,000. 

The minimum monthly benefit payment is $10, and the maxi- 
mum $85. 

Persons who leave included employment after having qualified as 
to the number of years over which the wages have been earned and 
the amount of such wages, will become qualified individuals on at- 
taining the age of sixty-five. That is, if a man works at some time 
during the requisite number of years and earns a total of $ 2,000 or 
more in wages fi'om a covered employment, he will be eligible for 
old-age retirement benefits on reaching the age of sixty-five, even 
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though in addition he may have worked in an excluded employment 
for twenty or thirty years. 

Employees whose total wages or length of employment as defined 
m the Act prior to their attaining the age of sixty-five are not suffi- 
cient to qualify them for retirement benefits, will be entitled to a 
lump-sum payment of per cent of their wages as defined in the 
Act upon reaching that age 

Receipt of a lump-sum payment or annuity under Federal old-age 
benefits will not disqualify a person from receiving aid under state 
old-age assistance plans if need for assistance can be established so 
as to qualify under the state law. 

The Act provides that the retirement benefits received by any indi- 
vidual shall be reduced by the amount of one month’s benefit for 
each calendar month in which the qualified individual receives wages 
for covered employment after reaching the age of sixty-five. 

The estates of individuals dying after attaining the age of sixty- 
five are entitled to 3j4 per cent of the total wages paid to such indi- 
vidual with respect to employment (as defined in the Act) subse- 
quent to December 31, 1936, less the amount of old-age retirement 
benefits actually paid to the individual during his life. 

Death payments of 3j4 per cent of total wages (as defined) are 
made not only to the estates of qualified individuals, but to the 
estates of those who have earned some money in the included em- 
ployments but who have not worked long enough or earned enough 
to become "'qualified.” 

Organisation 

With this preliminary statement of the duties of the Social Security 
Board, we are ready to discuss the organization that has been set up 
by the Board to administer the activities delegated to it in the Social 
Security Act. 

The functional organization chart on page 38 shows graphically 
how the Board is organized to perform its work. I shall only refer 
to the chart as I describe the operations of the several bureaus and 
offices set up to administer the Act. 

The Board is composed of three members, under whose immediate 
supervision are the offices of the Executive Director and the Co- 
ordinator. 

The bureaus have been subdivided under two separate major head- 
ings, namely, operating or line bureaus comprising the Bureau of 
Unemployment Compensation, the Bureau of Federal Old-Age Bene- 
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fits, with its district and branch offices, and the Bureau of Public 
Assistance. 

In the other division we have the service bureaus and offices, 
namely, the Office of General Counsel, the Bureau of Research and 
Statistics, the Bureau of Accounts and Audits, the Bureau of Busi- 
ness Management, and the Informational Service. 

Office of the Board 

The office proper of the Board includes the offices of the Execu- 
tive Director and the Coordinator. The Board has delegated and 
concentrated within the office of the Executive Director all of the 
administrative and executive duties of the Board, and this official, 
under the supervision of the Board, has general supervision and 
direction of the work of the different bureaus and offices, and imme- 
diate supervision and direction of the regional offices. 

The office of the Coordinator was created in recognition of the 
need of a staff agency whose function would consist of keeping in 
touch with the organization, methods, needs and problems of the 
Board as a whole, of making special researches required in order to 
develop the facts upon which fundamental decisions regarding pol- 
icies and procedures must be based, and of acting as technical adviser 
to the Board in matters of organization, administration and co- 
ordination. 

For example, it was the Office of the Coordinator that developed 
the present organizational structure of the Board and that tentatively 
determined the location of all our field offices after taking into con- 
sideration such factors as density of population, number of compen- 
sables, and other essential elements. 

Bureau of Unemployment Compensation 

The first operating bureau is the Bureau of Unemployment Com- 
pensation. This bureau has as its function the analysis of state un- 
employment compensation laws and certification of such laws to the 
Board for approval, as required by Section 903 of the Social Security 
Act, the review and recommendation to the Board of the amounts 
to be certified by it to the Secretary of the Treasury for administra- 
tion of approved state plans for unemployment compensation, and 
the cooperation with state administrative agencies with regard to 
general policies and administration of the state unemployment com- 
pensation acts. 

This bureau, in addition to the office of its director, has a Division 
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of Legislative Aid and Approval, a Division of Administration, which 
includes a Procedure Section whose functions are similar to but 
smaller in scope than the Procedure Section of the Bureau of Federal 
Old-Age Benefits. 

This division also includes a Grants Section to review and recom- 
mend to the Board amounts to be certified by it to the Secretary of 
the Treasury for administration of approved state unemployment 
compensation laws. This bureau, as well as all others, will have 
representatives in the regional offices. 

Bureau of Federal Old-Age Benedts 

The largest organization unit of the Social Security Board will 
be the Bureau of Federal Old-Age Benefits. The operation of this 
Bureau will be conducted along lines that have been laid out by life 
insurance companies. There will be four major divisions with one 
service section. 

The four divisions include the Division of Records; the Division 
of Claims which will adjudicate all claims presented for settlement; 
an Actuarial Division whose duty it will be to make studies in col- 
laboration with the Bureau of Research and Statistics for the pur- 
pose of determining long-time policies of the Board; and a Field 
Service Division which will supervise the work of the district and 
branch offices of the bureau. 

We may have as many as one hundred district offices, as many as 
one thousand branch offices, and possibly two thousand part-time 
offices to contact and serve employers and employees eligible under 
the Act 

It is this Bureau, the Bureau of Old-Age Benefits, which will 
maintain individual records showing the earnings of approximately 
26 million employees of some 3j4 million employers. It is antici- 
pated that subsequent years will reflect a normal increase in the 
number of individuals covered by this part of the Act, and that the 
number of individuals for whom records will ultimately 1)C main- 
tained will reach 35 or 40 million 

The number of records to be kept will increase materially as a 
result of the fact that a record once set up will necessarily be main- 
tained until the employee reaches sixty-five or dies, and that many 
persons normally employed in exempt employments will at some 
time be engaged in a covered employment 

The provisions of the Act relating to old-age retirement benefits 
become effective in 1937, and in anticipation of that date a system of 
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record-keeping is now being developed under which a statement of 
the earnings of each individual will be accumulated. 

While no final decision has been reached, it seems probable that 
such records will be built up from reports submitted by employers. 
In view of the magnitude of the task of compiling the records relat- 
ing to the millions of employees in the various industries throughout 
the United States, no one need worry that the requirements for re- 
porting will be more than the barest minimum required to carry out 
the purposes of the Act. 

Aiming at simplification, the system of collecting the information 
and maintaining the records is now being devised. Before making 
a definite announcement concerning the methods of gathering the in- 
formation and maintaining the records, the entire system and pro- 
cedure should be completely formulated. I believe that everyone 
concerned will appreciate the fact that the system and procedure for 
so large an undertaking should not be decided upon too hurriedly. 
Obviously, it is of the greatest importance to formulate a system 
which will be best adapted for the purpose, and be at the same time 
as simple as possible for everyone concerned. 

Bureau of Public Assistance 

The Bureau of Public Assistance has as its function the analysis 
of state administrative plans for public assistance, and the certifica- 
tion of such plans to the Board for approval, the review and recom- 
mendation of the amount of Federal grants-in-aid to be certified by 
the Board to the Secretary of the Treasury to those states which have 
state plans approved by the Board for Old-Age assistance, as pro- 
vided in Title I; dependent children, as provided in Title IV; and 
aid to the blind as provided in Title X of the Act. This Bureau also 
has the duty of cooperating with the states in the administration of 
approved state plans for these three categories. 

OMce of General Counsel 

The office of General Counsel performs the usual functions of a 
general counsel, and at the present time is primarily engaged in the 
interpretation of the Social Security Act, the examination of state 
laws, the review of administrative rules and regulations, and the 
drafting of necessary legal forms for the administration of the Act. 
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Bureau of Research and Statistics 

The Bureau of Research and Statistics embraces the duties of 
planning and conducting the statistical service, and of the research 
and anal3^ical work necessary for the administration of the Act. 

It will conduct regular and special investigations pursuant to its 
duty of ^'studying and making recommendations as to the most effec- 
tive methods of providing economic security through social insurance, 
and to legislation and matters of administrative policy concerning 
old-age pensions, unemployment compensation, accident compensa- 
tion, and related subjects.’' As previously stated, this Bureau will 
collaborate in the actuarial studies in connection with Federal old- 
age retirement benefits, for the purpose of determining long-time 
policies of the Board, and for the submission of reports to Congress, 
as provided by the Act. 

In addition to the office of its director, this Bureau includes the 
following units: Current Information, Legislation and Administra- 
tion, Statistical Reporting, Economic Studies, Analysis and Planning, 
Special Studies, and Field Research. 

Bureau of Accounts and Audits 

The Bureau of Accounts and Audits has as its function the estab- 
lishment and maintenance of complete control over all phases of the 
financial operations of the Social Security Board. 

Its work comprehends the maintenance of control accounts of the 
detailed employees’ records maintained in the Bureau of Federal 
Old-Age Benefits, the complete audit and examination of all admin- 
istrative payrolls and vouchers, the periodical audit of the records 
of the Bureau of Federal Old-Age Benefits, the field audit of all 
expenditures of states for unemployment compensation administra- 
tion and public assistance grants, a spot audit of unemployment 
compensation payments and public assistance expenditures of the 
states, and the maintenance of a uniform system of accounting and 
reporting to control and to report the kind of financial data needed 
by the Board for administrative purposes. 

The Director of this Bureau is the certifying officer of the Board 
for all expenditures under the Act, except grants to states which ac- 
cording to the Act must be certified by the Board to the Secretary 
of the Treasury. 

In addition to the office of its Director, the Bureau of Accounts 
and Audits has as one of its major subdivisions a Constructive Ac- 
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counting Division, whose services are available for the use of the 
states both in the Washington headquarters and in the field offices. 

The hope is that this division will be able to simplify the account- 
ing and reporting procedures for state unemplo3mient compensation 
authorities and public assistance officials, and to harmonize these with 
those required by the Bureau of Internal Revenue and the Social 
Security Board's Bureau of Federal Old-Age Benefits. 

Other divisions under the Bureau of Accounts and Audits include 
Accounting and Budget, Administrative Audit, Administrative and 
Service, and a large Field Audit Division. 

Bureau of Business Management 

The Bureau of Business Management has as its duties the servic- 
ing of all organization units of the Board in regard to business oper- 
ations. This comprehends the centralization in this office of all mat- 
ters having to do with personnel, space, purchasing, stenographic 
service, mails and files, printing and duplicating, and miscellaneous 
statistical and drafting service. 

Informational Service 

The Informational Service has the duties of answering inquiries 
of employers, of acquainting the twenty-six million employees with 
their rights and reasons for payments, and of meeting the demands 
for information from the public. The principal subdivisions of this 
office are Industrial Relations, Educational, Editorial, Publications, 
Inquiry and Library. 

Regional Offices 

By reference to the chart you will note that we have established 
twelve regional offices for the purpose of maintaining close relation- 
ships with the cooperating states, and of supervising the work of the 
representatives of the various bureaus and offices of the Board lo- 
cated within each regional area. 

Each regional director is a representative of the Social Security 
Board in his region and, subject to the Executive Director, is respon- 
sible for the conduct of relationships between the Board and the 
states within his region. 

The staif of each regional office, when fully recruited, will consist 
of the regional director, an executive assistant, a regional attorney 
and specialists assigned to the regional office by the several bureaus 
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of the Board, and certain facilitating personnel such as stenographers 
and the like. 

At the present time it is not contemplated that the regional director 
will have direct supervision over the work of the district and branch 
offices of the Bureau of Federal Old-Age Benefits. The branch offices 
when established will report directly to their respective district 
offices and the district offices will communicate with, report directly, 
and be responsible to, the Bureau of Federal Old-Age Benefits in 
Washington. 

As indicated on the chart, the Executive Director, under the gen- 
eral supervision of the Board, has immediate supervision and direc- 
tion of the regional offices, while the district and branch offices of 
the Bureau of Federal Old-Age Benefits now being established will 
be under the immediate supervision of the chief of the field division 
of that bureau, who will have a regional representative m each re- 
gional office, which representative, however, as already explained, 
will be subject to administrative supervision of the regional director. 

Social Security Account Numbers 

When I first discussed the subject of my address with Dr. McLeod, 
I was not sure that our plans would be sufficiently advanced to dis- 
cuss the subject of enumeration and the assignment of Social Se- 
curity account numbers. Since that time, however, we have com- 
pleted our study of this subject and I am sure you will ])e interested 
in hearing something of the plans which the Social Security Board 
has in mind regarding the forthcoming assignment of Social Security 
account numbers Our purpose in assigning numbers is to facilitate 
the maintenance of the accounts of employees eligible for Federal 
old-age retirement benefits 

The use of such numbers will facilitate reporting and prevent 
errors which might occur if an attempt were made to maintain rec- 
ords using only the names of the individuals, since there are many 
persons whose names are exactly alike. 

The object of the contemplated registration procedure is to assign 
the numbers and to set up an account for each employee, so that 
when he attains the age of sixty-five there will be an official record 
of his attainment of that age and of his total earnings, both of which 
are necessary to the computation of the amount of the monthly re- 
tirement benefit which he will receive. The procedure for assign- 
ment of numbers has no connection with the taxes payable by 
employers. 
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If the numbers are to be assigned through the voluntary cooper- 
ation of employers, it is desirable that this be accomplished before 
January first next. The form which the employee will probably be 
required to fill out will call for his full name, address, father’s given 
name and mother’s maiden name, sex, race, and the name of present 
employer (all for the purpose of identification, to distinguish the in- 
dividual from others of the same name) and date and place of birth. 
The employee will hand the completed form to an agent of the 
Board, who will examine it to insure its completeness, and assign a 
serial number. 

Registration of Employees 

Whether this procedure shall take place “on the premises” of the 
employer or “off the premises” at a central office in the locality 
awaits final decision. If done “on the premises” the employer would 
be asked, (1) to provide desk space for the Board’s clerks, and (2) 
to instruct his employees to visit the desk in rotation. He would not 
be called upon to do any of the work involved, to provide any clerical 
help or to assume any responsibility for the result. 

This enumeration and assignment of numbers is voluntary, but 
employees will obviously facilitate the establishment of their right 
to receive retirement benefits and the determination of its amount by 
applying for a benefit account number at the proper time. I believe 
that employers, too, will find its voluntary accomplishment prior to 
January 1, 1937 a help to them. The reporting of employees’ earn- 
ings will be facilitated by the availability at the earliest possible time 
of an accurate and complete list of their employees’ benefit account 
numbers, and any possibility of year-end congestion will be greatly 
diminished. 

In order to secure the views of representative employers on the 
matter of voluntary registration of employees prior to January 1, 
1937, the Board recently addressed a letter of inquiry to the execu- 
tives of some three hundred trade associations throughout the 
country, asking for their opinions as to whether employers in the 
industries they represent would feel disposed to cooperate in such 
voluntary registration, whether they would prefer registration to 
take place “on the premises” or “off the premises,” and in approxi- 
mately which month they would prefer registration to take place. 

The responses received from these trade associations have been 
most encouraging, especially with respect to the cordiality with which 
they expressed the desire to cooperate with the Social Security 
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Board in meeting the problems of administering the old-age benefit 
retirement provisions of the Act. Many gave the opinion we sought 
outright, others said they would take the matter up with their boards 
of directors or members, and still others asked for more information 
before definitely expressing their views. 

We shall give the most careful attention to the weight of em- 
ployer opinion thus expressed in coming to final decisions in respect 
to these questions. 

Only Necessary Data to Be Requested 

Some editorial writers have expressed undue alarm at the nature 
of records to be kept The following quotation will indicate this 
point of view: 

The long arm of the Government records office would thrust about 
in lodging house and hobo jungle until the recreant came to light. . . . 

The last item of privacy will be destroyed for the rank and file. . . , 
Truly security is at the price of liberty. 

The writer's conception of the 'long arm of the Government" 
thrusting about until the recreant comes to light is quite the opposite 
from the method visualized by the staff of the Social Security 
Board. It is planned that all pei’sons subject to the old-age benefit 
provisions of the Act, who work at any time, may obtain a benefit 
account number, and that an account number will be set up for each 
such person. 

Then, should they temporarily retreat to a “lodging house" or 
“hobo jungle," the Board would have no interest whatever in fol- 
lowing them. Should they later emerge and become employed, the 
record of the Board would be ready and waiting to receive the credit 
entry arising from their employment. 

The Board is charged with determining the amount of earnings 
during the working life of each individual who becomes eligible 
for monthly retirement payments, or in whose behalf a lump-sum 
settlement is to be made upon his death, or, if “non-qualified," upon 
attaining the age of sixty-five. In order to determine such earnings, 
it is of course necessary to maintain the record already referred to 
in which successive wage payments which are reported by the em- 
ployers are entered. 

There will be no necessity for an employee to report to the Board 
his comings and goings, his marital status, his hat or collar size, 
the color of his hair or eyes, or any other similarly personal in- 
formation. The record kept will be as simple and concise as possible, 
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bearing in mind that both the employers' and employees' interests 
must be fully protected. 

Having secured the minimum of necessary information from the 
employees and having assigned a number to the account of each 
person, a suitable record will be established on which the earnings 
subsequently reported may be recorded. 

The system of numbering may be described briefly as follows: 
The United States, including Alaska and Hawaii, will be divided into 
areas designated by the numbers from 001 to 999. Specific groups 
of these area numbers will be allocated to the several states and pro- 
visions will be made for the assignment of individual account num- 
bers within such areas. 

I might illustrate that: For example, New York may wish to 
subdivide the state into ten areas, and the area numbers assigned may 
be 001, 002, 003, and up to 010. That would subdivide the accounts 
of New York State and also be of some help to the administration in 
later years in the matter of identifying the individuals, because one 
of the questions on the application for retirement might well be: 
'Where did you apply for a benefit account number?" 

The area number will be followed by the group number forming 
the fourth and fifth digits and may, if needed, consist of numbers 
01 to 99. A serial number of 4 digits will complete the total of 9 
digit account numbers, the 3 groups being separated by h 3 q)hens. 
This account number once assigned to the account of an individual 
will remain constant throughout his life. The complete number 
would be written, for example, as 123-12-1234. The first group 
will designate area in which registered, the second will have no 
significance except to supply an expansion joint which would give 
us a capacity of one billion provided we found this necessary, and the 
last four digits are the serial numbers which merely show the order 
of registration. This system of numbering will avoid duplication 
and also give us an inexhaustible supply of numbers. 

Each of the 26,000,000 workers, more or less, who will be affected 
will be provided with a suitable card or device showing the account 
number which has been assigned to his account. The assignment 
of numbers will be made either under a program planned for com- 
pletion prior to January 1, 1937, or upon the basis of the first earn- 
ings reports received subsequent to January 1, 1937. 

A system of account numbers applicable to employers will also 
be established so that the entries on the individual records will show 
the source of earnings. 



48 


SESSION II 


The work of the Records Division will be carried on in such a 
way that it can determine with the least possible delay the total earn- 
ings of an individual who has become eligible for annuity payments 
under the Act, or the total earnings of an individual who has died, 
in order that a lump-sum death benefit may be paid to his estate. 
The amounts so earned will be certified to the Claims Division of 
the Bureau of Federal Old-Age Benefits which is charged particu- 
larly with handling the detailed procedure relating to the settlement 
of claims. The work of this division will include the determination 
of the person entitled to benefits and other matters of similar 
character. 

Plans are being made to furnish employees with periodical state- 
ments showing the amounts which have been credited to their 
accounts. This arrangement will enable employees to calculate the 
amount which would be paid to the estate in case of death, or as 
they approach the retirement age, to calculate the amount of monthly 
annuity which has already accrued in their behalf. 

You can probably appreciate by this time the magnitude of the 
problem which confronts the Board in the organization and adminis- 
tration of the Social Security Act. The Board, I can assure you, 
will not impose any unnecessary burden on the shoulders of em- 
ployers or employees. We shall keep the system as simple as 
possible, so that it may be operated efficiently and economically. 

In conclusion, let me express the conviction that the persons in 
this audience today who know so well the need for providing against 
the hazards of insecurity are especially in harmony, I believe, with 
the spirit back of the endeavor to attain the objectives set forth in 
the provisions of the Social Security Act. Your assistance in attain- 
ing the objectives toward which we are striving, and the assistance 
of all the members of this influential Association which has direct 
contact with the people of every state in the Union, can be of im- 
measurable value in helping to promote the cause of social security 
and economic stability which the Social Security Act seeks to 
promote. 

CHAIRMAN MONROE: I think Mr. Seidemann has told you 
enough so that you can realize the magnitude of the Social Security 
Board's work, and possibly understand why we have not learned 
more about the routine to be followed. 

We are going to have discussion this afternoon after each paper. 
We are going to have to cut the discussion short, but I want to have 
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you get all you can out of it. If there are any questions you may 
ask about some routine or procedure to be followed about which 
the Board has not set up a definite plan, Mr. Seidemann will not 
hesitate to tell you. On the other hand, if there is some point he can 
explain to you which is definitely fixed, he will be only too glad to 
answer any question you may have. 

W. J. MADISON (Loose Wiles Biscuit Co., New York, N. Y.) : 
Do I understand that the Government is going to ask only for one 
means of identifying applicants for old-age pension benefits, and that 
is by the number system? In other words, there will be no finger- 
printing or any other method of identification ? 

MR. SEIDEMANN : In answer to that let me say we do not 
contemplate fingerprinting for several reasons. One is that some 
people do not look upon fingerprinting as a protection but as a means 
of identifying criminals We have devised an individual application 
form which will require answering about a dozen questions and we 
expect this to supply the data needed to assure identification at the 
time a beneficiary reaches retirement age. For example, we will ask 
him for his father’s full name, and his mother’s maiden name. We 
will also ask other pertinent questions to protect his interest and that 
of the Government. 

We have practically completed the development of the system 
needed to enumerate all those persons eligible under Title II of the 
Social Security Act, but we have not designed the final application 
form; we are still working on it. It will insure protection to the 
individual, the employer and the Government in the matter of identifi- 
cation. 

J. B. CARLIN, Jr. (Assistant Secretary and Treasurer, Forest 
Products Chemical Co., Memphis, Tenn.) : I take exception to the 
attitude of the Government that the man who submits to having his 
fingerprints registered is looked on as a criminal. In my hand I 
have a card with the number 85,000 on it In the City of Memphis, 
industry has registered their employees by that system for the simple 
reason that where you have a large number of colored people as 
employees, that is the only way to keep up with them. 

MR SEIDEMANN : I cannot add anything to the discussion in 
that respect. 
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E. H. SCHULTZ (Assistant Controller, Carnation Co,, Oconomo- 
woe, Wis.) : Wouldn’t this be a marvelous time to educate the 
public to the fact that fingerprinting is a real means of protection? 
The Government is trying to do a lot of other things, why not start 
this educational program at the same time ? 

MR. SEIDEMANN : In the next decade we may be able to 
educate the public to look upon fingerprinting differently. 

A. W. HOLLAR (Dominion Forge and Stamping Co., Detroit, 
Mich.) : What is the status of an American citizen, residing in the 
States and employed in Canada, under the Social Security Act? 

MR. SEIDEMANN : I do not understand your question. 

CHAIRMAN MONROE: As I understand the question, the 
employer is a Canadian employer. The man is an American citizen, 
but earns his living in Canada. 

MR. SEIDEMANN : This is a legal question, but I will venture 
a curbstone opinion. As I understand it, Title IT and Title VIII of 
the Act apply only to employment in the United States. 

CHAIRMAN MONROE: That man will have to buy himself 
an annuity. 

J. W. SHEER AN (Auditor, Smith Agricultural Chemical Co., 
Columbus, Ohio) : Mr. Seidemann, do you think it expedient at 
this time to go to undue expense in the way of accounting technique 
or form changes until we hear further from your Board? 

MR. SEIDEMANN : The question is whether any organization 
should go to any additional expense at this time in building up addi- 
tional personnel records In other words, would it not be better to 
await the decision of the Board as to what will be required? I judge 
that is the question ? Am I right ? 

MR. SHEERAN: Yes. 

MR, SEIDEMANN: Well, that gives me an opportunity that 
I have long waited for. The Board has been greatly disturbed by 
these high pressure salesmen — I hope some of them are in the audi- 
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ence — ^because they have designed forms and printed ‘'Social Security 
Act’’ on them, implying that the data shown would be required by 
the Social Security Board. One of the reasons I quoted the article 
I did as to the number of purported questions to be asked of em- 
ployees in the administration of the Act was to refute such propa- 
ganda. 

The forms I have examined have asked many questions of a 
personal nature. They want to know a man’s union affiliation; a 
man’s religion ; and many other personal questions not needed in the 
administration of the Act. We shall not ask any question that is not 
absolutely essential to proper administration. 

Now in regard to your question as to whether you had better wait, 
I would say “Yes,” because it will not be long before we will issue 
complete information for the guidance of all employers. 

W. C. ARMSTRONG, Jr. {Secretary and Treasurer^ Rockbestos 
Products Corp., New Haven, Co^in.) : I would like to ask if the 
information is going to be available to the employer as to how much 
the employee earned per hour or per week from previous employers. 
From some of the talks we have heard, we are led to believe that 
that is so. 

That would be very detrimental for the employee, because if he 
had been working temporarily at a lower wage he would never be 
able to get up into the proper scale where he belongs. 

MR. SEIDEMANN : The only items the Federal Government 
is concerned with are the earnings this month, or this quarter, or 
semi-annually or annually, depending upon the reporting period. If 
it is a quarterly report we are only interested in receiving a statement 
of his quarterly earnings. We have no concern with his former 
employment except to maintain a complete record of his earnings. 
The earnings from former employers collected on our records wiU 
not be available to present employers. 

i 

H. E. HOWELL {Controller, Grinnell Co., Inc., Providence, 
R. L) : From your last remarks, can we assume that it may be 
possible to report employees’ total annual pay or total quarterly pay, 
rather than weekly pay ? 

MR. SEIDEMANN: I think it would be well here to differ- 
entiate between the State system known as the Unemployment Com- 
pensation and the Federal Old-Age pension or retirement system. 
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The system I have been describing in some detail is the Federal 
Old-Age retirement system, and has no reference whatever to what 
your respective state laws may require We are interested in the 
man’s earnings, and it is quite possible, in fact it is almost decided, 
that so far as the Federal Old-Age benefit system is concerned, you 
can report an individual’s earnings in lump for a month or for a 
quarter or for a semi-annual period, depending on the period for 
which the report is rendered. This is not final, but we are consider- 
ing such a simplified reporting system 

ALEXANDER J. LINDSAY {Senior Partner, Alexander J. 
Lindsay Co., Denver, Colo.) : As I understand the law, if the 
employer already has an old-age pension plan, or if he has his em- 
ployees insured with private companies, he still has to comply with 
the Social Security Act. 

MR. SEIDEMANN: That is the present law. You know the 
Clark amendment was offered but never passed 

C. 0. RAINEY {Cost Accountant, Trico Products Corp., Buffalo, 
N. Y ) : From the experience that I have had it is not going to be 
easy for the Federal Government to get the name or the age of the 
employee, especially from industrial records. 

We just happened to make a survey in connection with the old-age 
retirement program and found that over sixty per cent of our em- 
ployees had given the wrong name or the wrong age, and the only 
way we could get the correct age was to demand the birth certificate, 
and that was difficult. So your numbering system may be of some 
benefit in that respect, but I just wonder if others have had the same 
experience. 

MR. SEIDEMANN : Insurance companies have had a similar 
experience. We have been informed that it involves changes in their 
records as high as ten per cent a year. We will, no doubt, have a 
similar experience and our records will necessarily have to be changed 
upon the submission of proper evidence. The United States Census 
Bureau, in taking the census of 1900, required a statement giving age 
and date of birth and we are hopeful of making use of this census in 
checking the age of all those persons born prior to 1900. As a 
matter of fact, the Census Bureau is now preparing an alphabetical 
index of the 1900 census records which we will use. This is espe- 
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cially valuable because the only other means of checking age would 
be birth certificates and in many areas these are not obtainable for 
people born prior to the census of 1900. 

IRVING JOSEPH STONE {Office Manager, The Stone Grill 
Co,, Columbus, Ohio) : Has any definite system been formulated 
for collecting the tax of the employee? There was talk about the 
Government selling stamps which the employer would buy, and he in 
turn would sell to the employee. I wonder if that idea has been 
worked out. 

MR. SEIDEMANN : As I understand your question it is, has 
the Board finally determined on a system of reporting wage earnings 
and will the stamp system be used for collecting the tax from em- 
ployees and employers? 

We have been studying this subject, to my knowledge, since No- 
vember 1, and we have explored practically every system that might 
be applied to the Social Security Act We have had a number of 
conferences with representatives of foreign countries, particularly 
the International Labor Office, We have given very serious con- 
sideration the use of stamps and we have also considered the report 
system, but final decision has not yet been reached. I may say, how- 
ever, that the Treasury Department and some of the staff members 
of the Board are inclined toward a report system. If a report system 
is finally adopted, it will be a simplified report merely summarizing 
an individual’s earnings during a stated period of time. The tax, 
however, will probably be collected monthly by the Internal Revenue 
Department and the draft of return I have seen does not require the 
reporting of any detailed data. It only contemplates the reporting 
of payroll earnings in a summary form to show the net payroll 
taxable. 

FRANK L. SNYDER (Assistant Auditor, Union Switch & 
Signal Co,, Swissvale, Pa,) : Is it true that in the State of New 
York the registration number will require eight digits? 

MR. SEIDEMANN : Are you speaking of employers or em- 
ployees account numbers? 

MR. SNYDER: Employees. 

MR. SEIDEMANN : The number will be the same in all states. 
There will be no variation. 
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MR. SNYDER: Well, my understanding is that the numbers 
have already been assigned to New York State — from 25,000,000 to 
75,000,000, or something like that — and there will be nine digit num- 
bers in some states and eight in New York. 

MR. SEIDEMANN : I fear you have been misinformed. As a 
matter of fact, we have already assigned area numbers to the State 
of New York, and they will use a nine digit number for employees. 

MR. SNYDER: That is what I understood, but I understood 
there were eight digits in the number. 

MR. SEIDEMANN : I think you are referring to the employer 
number. There is a difference between the employer and the em- 
ployee account number. The area number in the case of employers 
is not required. However, the serial number will have five digits 
instead of four. 

MR. SNYDER: How will the employers be numbered? 

MR. SEIDEMANN : There will be seven digits in the employers' 
number. The first two will group the establishment according to 
industry and the other five digits will represent the serial order of 
registration. For example, the number will be written thus : 
12-11234. 

CHAIRMAN MONROE: It is unfortunate that we have to 
bring this interesting part of the meeting to a close. On behalf of 
the Program Committee and the entire Association, Mr. Seidemann, 
we want to thank you. 

Mr. Seidemann has talked to you from the viewpoint of the Social 
Security Board of the Federal Government. Our next speaker is 
going to talk to you from the viewpoint of a State Industrial Com- 
mission. Our next two speakers come from the same state, and their 
talks are somewhat coordinated. 

The next speaker is the Director of the Milwaukee Office of the 
Unemployment Compensation Department of the Wisconsin Indus- 
trial Commission. He taught social security at Marquette Univer- 
sity for five years before entering this work, and in the last year he 
has appeared before several state legislatures which have been draw- 
ing up acts for their respective states. 
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I take great pleasure in introducing to you, Mr. H. Herman 
Rauch. 


PROBLEMS IN THE ADMINISTRATION OF 
UNEMPLOYMENT COMPENSATION LAWS 

H. Herman Rauch 

Director, Milwaukee Office, Unemployment Compensation Dept., 
Wisconsin Industrial Commission, Milwaukee, Wis. 

T he members of the Milwaukee contingent will perhaps serve 
their interests best if they repose in peaceful slumber during 
the next half hour. They have heard me speak on this subject so 
often that I do not expect to contribute anything new to them. I 
consider it a personal compliment, and most gentlemanly on their 
part, that they decided to remain here during my part of this 
program. 

There are a number of gentlemen from Illinois and Ohio whom I 
recognize because they participated actively in the uproarious dis- 
cussions of unemployment compensation when the subject was 
debated before the legislative committees of their respective states. 
It is not likely that they will profit much from my present discussion. 
But I do hope that the rest of you who are vitally interested in this 
subject will find our Wisconsin experience both profitable and inter- 
esting. 

As you know, Wisconsin was the first state to provide unemploy- 
ment compensation for workers without jobs through no fault of 
their own. Funds out of which benefits could be paid were being 
accumulated during eighteen months before any other state followed 
the example. While there are now (June, 1936) fourteen states 
with such laws in operation, that of Wisconsin is the only one 
amongst them which preceded in operation the enactment of the 
Federal Social Security Act. Furthermore, Wisconsin is patron to 
a principle of procedure which, when compared with the systems of 
unemployment compensation known anywhere else in the world, is 
unique. It is the employer's "individual reserve" idea as contrasted 
with the commonly known “pooled fund." These being the facts, 
you will probably be interested in knowing what motives and ideas 
persuaded the citizens of Wisconsin to pursue this hitherto uncharted 
course. Knowing these things, you will better understand the ad- 
ministrative procedure. 
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Unemployment insurance started to receive the attention of the 
Wisconsin legislature as early as 1921. Labor industriously sought 
action on the subject, but nothing came of it until late in 1931 when 
a special session passed favorably (by enactment of its proposals) 
on the recommendations of a committee previously appointed to study 
the problem. It was this committee which brought forth a draft of 
an employer's “individual reserve" type of law. 

You will recall that the years 1932 and 1933, very depressed years, 
brought forth similar legislative committees in about a dozen other 
states. Each report concluded that something must be done in future, 
but at the same time usually recommended that action be deferred 
until better economic conditions should prevail. During this period 
and even a year or two earlier, there was developing a general recog- 
nition that something must be done There was much written about 
the unemployment benefit or the guaranteed employment plans 
operating in several dozen plants in the United States. The Chamber 
of Commerce of the United States and other employer organizations 
had formulated model plans which employers could adapt to their use 
if they cared to voluntarily institute a plan of assurance against 
unemployment. These associations recommended voluntary action 
by employers but objected to legislation which would achieve the 
desired result. 

This disposition was reflected in the original Wisconsin law. It 
contained a provision that if a certain proportion (about fifty per 
cent) of Wisconsin employees should by a specific date be protected 
under approved voluntary plans of their employers, then the law 
would not take general compulsory effect. Consequently a number 
of prominent employers and their representatives spent considerable 
time attempting to induce other employers throughout the state to 
subscribe to such voluntary plans. This campaign aided measurably 
in spreading the gospel of unemployment compensation. It meant 
also that instead of fighting against the idea of affording the workers 
such protection, many employers were actively advocating it. 

When the time arrived for determining whether the stipulated 
quota of workers were assured of either steady work or benefits, it 
was found that relatively few employers had completed the signing 
up process. This did not necessarily mean that nearly all employers 
were unwilling to see their workers so protected. It did mean that 
employers generally felt disinclined to assume such burden volun- 
tarily, if by so doing other employers in the state, perhaps direct 
competitors, would thereby find themselves absolved from similar 
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liability. Consequently, many friendly to such protection preferred 
to see the law take general compulsory effect. Thus, the law became 
generally operative on July 1, 1934. 

We indicated previously that organized labor fought for unem- 
ployment legislation many years before it became a reality. Its 
recommendations always called for a “pooled fund” to which all 
employers would contribute. Opposition to such a scheme was 
powerful and effective. When the depression of 1929 set in, it 
became obvious to those who cared to see, that something substantial 
would have to be done about the problem of unemployment. In 
order that a beginning might be made, labor agreed to give the 
employer’s “individual reserve” idea a trial. It was then that the 
legislature took favorable action on the recommendation of the 
Interim Committee on Unemployment which reported in 1931. 

At this point one might observe that out of about a dozen careful 
studies made on the subject during 1932 and 1933, all except one 
(Ohio) expressed preference for the “individual reserve.” This is 
very interesting in view of the fact that at the present time, with 
little or no further study, most of the states are adopting “pooled 
fund” laws. 

Reserve Type 

The reserve type of law is distinguished by the fact that separate 
employers^ accounts are kept in the state fund, and each employer’s 
contributions are completely segregated (except for investment pur- 
poses) so that his account will be liable to pay benefits only to his 
own employees when they become unemployed and are eligible. No 
employer subsidizes (as in the pool fund) irregular employment by 
other employers. Complete and automatic merit-rating is thus 
achieved, because each employer’s account will reflect only his own 
unemployment experience and will, without exception, determine his 
own contribution rate. 

This reserve fund system is thus clearly designed to induce and 
reward each employer’s efforts toward steadier employment. It 
assumes that much of our chronic irregularity of employment is 
preventable. 

Stimulus toward stabilization is given by the fact that when an 
employer has a specified percentage (usually the equivalent of ten 
or twelve and one-half per cent of his annual payroll) credited to 
his account (above and beyond his benefit payments) he ceases to be 
liable (while that condition prevails) for further contributions. The 
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reserve type of fund usually (though not necessarily) makes con- 
tributions the obligation of the employer alone. 

Pool Type 

Under a pool system, all contributions by employers are paid into 
a single, undivided fund. Benefits will be paid from this single 
(pooled) fund to any and all eligible employees, without regard to 
the contributions of any one employer. Hence payment of benefits 
will be equally assured to all employees. 

There may be (a few of the state laws of this type provide that 
there shall be,) a merit-rating provision in each law of this type, so 
that the contribution rates of dififerent employers may vary to some 
extent (to encourage stabilization of employment) after several 
years of benefit experience. However, under all laws of this type 
thus far enacted no employer will ever be allowed to contribute at a 
rate below a basic minimum (usually one per cent or more) regard- 
less of how favorable his own employment experience may be. 

The pooled type of fund usually, though not necessarily, provides 
for both employer and employee contributions. 

History of the Pool Fund, The pooled fund type of legislation 
was first introduced in England. The experience with it there has 
extended since 1911. During this time it has suffered many vicissi- 
tudes of fortune in that and other lands. While there are certain 
inherent weaknesses and undesirable elements in the system, not all 
its difficulties grew out of the plan. Abuses account for many of its 
troubles. 

Pool vs. Reserve in Objectives 

The primary purpose of the pooled fund is to assure the equal 
treatment of all employees (regardless of whether they are engaged 
in stable or variable employments, or for whom they work) in the 
payment of benefits. While a pool plan does not contemplate paying 
benefits beyond the resources of the fund, it nevertheless does put 
emphasis on compensation rather than on stability of employment. 

Critics of the pool dislike it because it obviously assumes that 
unemployment is a virtually incurable malady of our present eco- 
nomic system, so that systematic relief for its victims is the primary 
proper function or concern of unemployment compensation laws. 
Its theory is essentially defeatist. 

The advocates of the reserve plan, on the other hand, assume the 
more reasonable and optimistic view that much of our chronic 
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irregularity of jobs should prove gradually preventable, and that 
compensation laws should encourage to the utmost (rather than 
penalize) efforts in this direction. By making every employer indi- 
vidually liable to pay benefits to his own employees, and by allowing 
any employer who has built his reserve to the required maximum to 
cease making any further contributions (while his reserve remains 
filled up), the reserve type of law puts primary emphasis on con- 
tinuity of employment with benefit payments secondary, though pro- 
vided for. In the reserve type of law each employer is assured from 
the start that his contributions will not and cannot be used to sub- 
sidize irregular competitors. 

The fear of any employer that he may be subsidizing his un- 
scrupulous competitor is warranted under a pool plan. In the basic 
structure of the pooled fund lies the opportunity for a selfish-minded 
employer to so plan his employment that his payroll will be cut off 
as soon as possible and thereby cause a drain of benefits on the fund. 
While he himself has no pa3n:oll, he is making no contributions to 
the pool. To such persons this type of funding is a distinct advan- 
tage, since the withdrawals by his employees will exceed the con- 
tributions he has made. Furthermore, instead of inducing the 
staggering of his employment so that all will have at least fifty per 
cent or more of their normal wage, it will incline the less social- 
minded employers to lay off immediately some of their workers and 
thereby throw the burden on the pool. In both of these situations, 
those employers who themselves seek to pursue better management 
formulas will actually be subsidizing such undesirable policies. 

Obviously, such a possibility is subversive to good industrial and 
social procedure. It rewards incompetence, ill-will and irregularity. 
The parasitic employers reap the advantages gained thereby. 

Comparison with Minimum Wage Legislation 

One of the best analysts of the problem in this country points, 
amongst other considerations, to the “fairly analogous problem of 
sweatshop competition and minimum wage laws. To protect wage- 
earners and fair employers from the competition of sweatshops, 
government requires each employer to pay a minimum wage. And 
no one seriously suggests that the real program would be to insure 
sweatshops by permitting low wages and then supplementing and 
subsidizing such low wages through a pooled minimum wage insur- 
ance fund. Yet this is substantially the purpose of a pooled insur- 
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ance fund in the field of unemployment compensation ^ Just as 
the insurance of minimum wages would incline some to lower rather 
than to raise the wage scale and thereby draw greater gratuities from 
the common fund, so the pooled fund in unemployment compensation, 
by its very nature, gives added encouragement to bad employment 
policies. 

Function of Job Insurance 

Legislation on unemployment should obviously put a premium on 
continuous or stabilized employment. The palliative purpose of any 
law should always be secondary to the correctional function 

Any pooled fund, to the extent to which it makes any employer 
pay his neighbor’s or competitor’s compensation costs, does not, to 
that extent, put the pressure in the right place. While merit-rating 
of pooled fund contributions is designed to achieve the desired effect, 
good employers are only partially rewarded for their efforts. The 
very assurance of the pooled fund’s greater adequacy (when com- 
pared to the individual employer’s reserve) is based on the fact that 
even those employers who never cause benefits to be paid to then- 
employees nevertheless will always be contributing a minimum per- 
centage. If the merit rating were perfect, there would be little or no 
advantage in a pooled fund. Therefore, it is true that to the extent 
any employer must contribute in excess of the liability to his own 
employees, he is required by law to subsidize those whose benefit 
obligations are in excess of their contx-ibutions. 

While it would generally be admitted that ‘'working the fund,” as 
it is called, is industrially and socially subversive, it is not difficult to 
see the additional possibility of collusion in the matter, between the 
employer and his workers. This removes the normal and wholesome 
check (automatically assured in the reserve system) which an em- 
ployer would place on unwarranted benefit payments. An employee 
might easily be persuaded that drawing benefits would be more con- 
genial than staying on the employer’s payroll and receiving for work 
at reduced hours no more than the benefits would bring. This form 
of “mutual welfare” cooperation under a reserve plan would not be 
conceivable for the reason that an employer will hardly become party 
to a conspiracy against an account which it is his sole obligation to 
maintain. Nor would an employee be so apt to (or be permitted by 
his fellows to) rob a fund which was limited to the establishment in 

^Annals of the American Academy of Political and Social Science, Novem- 
ber, 1933, p. 73. 
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which he was working, and which was the sole source of benefits to 
him and his fellows. 

Adequacy of Fund for Benefits 

The reserve idea is frequently criticized on the ground that an 
employer’s account, where the employment experience is highly un- 
favorable, will not be adequate to pay the benefits and that the very 
employees who really need the protection (those who are not secure 
in their jobs) may find their employer’s account depleted while em- 
ployees in stable employment occupations will have a maximum fund 
available when there is little or no special need for protection. 

It is undoubtedly true that, considering the problem from the point 
of view of benefit payments only, in some given situation an employee 
may under a reserve plan be confronted with an empty account, 
where under a pooled fund he could collect his due benefits. The 
full answer to this argument lies in several factors not all of which 
are contained in the consideration of benefit payments alone. 

As indicated above, the pooled fund plan has been labelled by 
some of its critics as the ''pessimists’ ” or the "defeatists’ ” plan. It 
presumes that little can be done about the correction of seasonal, 
technological, and other forms of periodic unemplo 3 ^ment. It, there- 
fore, with the characteristic mood inherent in its fatalism, tries to 
envision a system where benefits are assured and stability of employ- 
ment is only incidentally and incompletely fostered. 

The advocates of the reserve plan are of an entirely different frame 
of mind. They agree with both students and men of experience that 
"the hazard of what may be called ordinary unemployment, as con- 
trasted with extraordinary unemployment due to business depres- 
sions, is more or less within the control of the employer. By adopt- 
ing measures for stabilizing and regularizing employment he can 
reduce the hazard of ordinary unemployment. It must be recognized 
also that technological unemployment is to some extent subject to 
the control of the employer. The introduction of improved equip- 
ment or management . . . can be effected gradually in such a way 
as to cushion the shock. . . .” ^ 

Mr. Marion B. Folsom (Eastman Kodak Co.) is many times the 
author of the statement : "I say that those people who say that noth- 
ing can be done about stabilization simply do not know what they are 
talking about. I am talking from practical experience. There may 

2 National Industrial Conference Board in "Essentials of a Program of Un- 
employment Reserves,'* p. 7, 1933 
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be companies that will not agree with me at all on this, but that is 
because they haven’t tried it.” ® 

The fact is that a considerable number of American companies, 
both large and small, in varying lines of industry, have demonstrated 
that efficient management can achieve a substantial measure of sta- 
bilized employment by devoting constant attention to the problem. 
Those who have tried it (Eastman Kodak, General Electric, those 
under the '^Rochester Plan,” etc.) testify that their plans, which were 
voluntarily adopted, furnished a real stimulus to regularization in 
addition to the inducements afforded by other recognized costs 

It is frequently said that the cost added by unemployment com- 
pensation would not induce stabilization any more than would the 
now present large costs due to such policy. To that idea, Mr. Harold 
W. Story, Vice President, Allis-Chalmers Mfg. Co., answers: ''The 
argument is logical but not practically sound. The practical situation 
will be as follows : The treasurer of the company, the guardian of 
the exchequer, has a keen eye for cash leaks, that is, the elimination 
of cash outlay that can be avoided; thus when a treasurer realizes 
that the cash leak of contributions to the reserve can be reduced or 
stopped by regularization of employment in his company’s manufac- 
turing department, he will be very arbitrary and insistent in his 
demands that the sales and manufacturing departments cooperate in 
stopping the leak. This is the natural psychology of the treasurer.” * 

But, were all this optimism to be proven false, and it should be 
found that the fluctuations within the relatively normal year — fluc- 
tuations due to physical seasonal causes, created customer habits, and 
sheer, haphazard causes — could not be much affected by application 
to the subject, "there would still be a definite advantage in allocating 
its costs, in so far as possible, to the industries and concerns that are 
its proximate cause. This can best be done through company reserve 
funds. The pooled insurance scheme . . . virtually treats unem- 
plo 3 rment as an overhead cost of the entire community,” ® 

Effect on Competition 

The effect of a pooled unemployment system would be to confirm 
and facilitate a species of unfair competition. Mr. Story {Nation's 
Business, October, 1934) explains this by saying that if "the con- 

^ Senate Hearings on Economic Security Act, p. 559. 

^ American Management Association Bulletin on ''Pooled v. Reserve Funds'' 
1935. 

5 Elizabeth Brandeis in New Republic, December 5, 1934. 
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sumer buys the goods which appear to be cheaper because the selling 
price does not include the full cost of producing them, he may force 
out of business the concern which really produces more cheaply if all 
the costs are counted — the concern which maintains its own workers 
the year round without being subsidized by the community” or by 
other industrial concerns. No one can deny that an industry or 
concern operating intermittently and frequently dumping its workers 
on the community to be supported somehow until needed again is 
really being subsidized by the community. 

The advocates of the pooled fund usually show considerable con- 
cern over the fact that the reserves plan may not be adequate to pay 
benefits when due if there is much unemployment in a particular 
concern. In writing the pooled fund plans, however, they make a 
tacit admission that the same thing may be true of the pool, unless 
‘"temporary” (usually six weeks) employees are disqualified and 
unless a very definite limit is placed on the maximum an employee 
may draw if he worked in a “seasonal” employment. In addition to 
these major restrictions, there is usually the provision that unless an 
employee has a minimum number of weeks of employment (usually 
about twenty in one year or thirty-six in two years) in the preceding 
year or two he is totally ineligible for benefits. All this is in addi- 
tion to the limitation that not more than a definite ratio of benefit 
weeks to weeks of employment can be claimed by the employees. 

On the other hand, the reserve plans usually have a ratio pro- 
vision (as liberal as those in the pooled fund), while not putting all 
the additional limitations for “temporary” and “seasonal” help, etc., 
into the plan. 

One would be justified in submitting the surmise that were the 
reserve plans to hedge themselves around with protections as do the 
pooled plans, they, too, could give most reasonable assurances of 
adequacy in any emergency in which workers would really be eligible. 

Liability Limited to Amount in Fund 

It is well to observe again that both the pool and the reserve t}q)e 
of law do not guarantee payment of benefits beyond the resources of 
the fund. 

The reserve plans generally contain a significant feature which 
will, except in extreme cases, provide an adequate fund. It is the 
provision that when an employer has such a benefit experience as 
tends to deplete his account his rate of contribution rises until the 
tendency is stopped or until the maximum (4% or 4.5%) is reached. 
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Finally, for the extreme cases where all these safeguards are not 
adequate, there is the provision that there shall be a “balancing 
account’' into which is placed the balance of an employer’s fund after 
he has paid all his liability when he either ceases to be subject or goes 
out of business in the state. Out of this fund the commission is 
authorized to take money to pay benefits when due to employees 
whose employer's account no longer has any credit If a little larger 
balancing account is desired, the interest earnings can be placed into 
it instead of crediting them to the individual employers' accounts. 

Adequacy of Fund m Prolonged Depressions 

Neither the pool nor the reserve type of law is aimed at tiding 
workers through major depressions. The limited period of eligibil- 
ity (maximum in any case of twenty-six weeks) indicates that. 
Undoubtedly the fact that funds are being spent in bad times which 
were being accumulated in good times will have some effect on the 
cyclical trends and depths. No one can measure the extent of such 
influence. But the fact remains that the real purpose behind unem- 
ployment compensation is to cover the normal period between jobs in 
normal or minor depi’ession periods if steady jobs cannot be pro- 
vided and if such periods of unemployment cannot be reduced to the 
normal waiting period. The social problems consequent to prolonged 
unemployment and the problem of eliminating the serious economic 
displacements must be met by other, additional means. 

Employee Contributions 

There are several substantial reasons why employee contributions 
should not be required in any unemployment compensation law. 

In the first place, unemployment is an industrial rather than a 
personal hazard. This must be true, since no job insurance law of 
any type proposes to pay benefits to any employee who is unemployed 
by his own fault. Either discharge for misconduct or voluntary 
quitting disqualifies for any benefits. Unwillingness to work, un- 
availability for work, inability to work, failure to register for work 
as required, or refusal of suitable employment — all these conditions 
either totally or partially disqualify. 

A close parallel to this as an industrial hazard rather than a per- 
sonal one are the workmen's compensation acts of the various states. 
In all cases, the employer alone stands the direct cost. Here, too, no 
compensation is paid if the cause of injury is willful. 

A standard argument for mutual contributions is that the em- 
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ployees will thereby be more interested in protecting the integrity of 
the fund. However, it is very possible that the fact of some personal 
contributions to a fund would lead obversely, to an exaggerated 
notion of ''right'' to draw from the fund, not only their own, but as 
much of anybody else's money as they can get hold of. The fre- 
quent attempts to sabotage insurance companies (insurance is a pool- 
ing of funds) in order to get the premiums and more back lend 
credence to this suspicion. 

It is normally true that where employees are called upon to con- 
tribute the rate is so low as to represent no appreciable aid to build- 
ing the fund. Furthermore, there is usually set a wage-rate above 
which no contributions may be taken. This rate may be thirty or 
fifty dollars a week. This is essentially bad social policy. The very 
people whose wage-rate is such as to make it probable they could 
afford the pay-check deductions do not get it. But those who are 
living at a subsistence level or under have something more taken 
from them. In this type of setup there is the peculiar anomaly that 
when a worker's wages are so low (by reduced employment) that he 
is eligible and receives partial unemployment benefits (on the theory 
that income should not fall below a stipulated level), that worker 
will nevertheless have taken from his wages a percentage for con- 
tributions. 

Most employers who look at the insignificant sum coming from 
that source, who recognize what added record-keeping burdens it 
will entail, and who are aware that there will be a call from their 
workers for higher wages because their income has been reduced will 
be little inclined to foster the idea. 

However, one must not get the idea that employees do not pay for 
a very substantial part of their own unemployment. Presuming that 
a worker is actually eligible for benefits, he suffers a total loss of 
wages (uncompensated) during the usual three or four weeks re- 
quired as a waiting period. When benefits do come to him they never 
exceed (in the greater majority of all plans) fifty per cent of the 
normal full-time wage. When the benefits cease, due to the limits 
specified in the law, he again suffers total loss of income. 

Under any circumstance, then, though he may not contribute 
directly to the fund, he himself carries more than fifty per cej^t of 
the loss due to his unemployment. It seems that such a burden 
should be considered sufficient to satisfy anybody. Furthermore, 
rpmunf^ratinn tn PTTTnlnvpp*^ i<; not p-enerallv conceded to be <;o hip^h 
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that compulsory saving for an industrial rather than a personal risk 
should be inflicted upon them. 

The psychology of employees’ contributions is bad. ‘‘Experience 
has shown that there is never any difficulty in getting employees to 
understand that a fund, contributed by their employers at a fixed 
percentage on payroll, will not be able to stand unlimited drain, and 
that it is not fair to expect that it should do so. But ... no amount 
of logical explanation can convince an employee that a fund to which 
he has been required — or even permitted — ^to contribute can with 
any justice be allowed to become inadequate to pay him full benefits 
in case he becomes unemployed.” ® It is almost inevitable that great 
political pressure would be brought upon the legislature to make an 
appropriation from the state treasury for the purpose of paying the 
benefits which the depleted pool could not pay. 

Unemployment Subject to Industrial Causes and Employment Policies 

In the reserve type of job insurance law the industrial nature of 
the hazard is admitted. It therefore puts the cost of unemployment 
benefits directly upon industry by requiring contributions from the 
employer alone. 

But it goes further than that. The reserve type recognizes that 
some part of unemployment is due to the nature of the particular 
industry, but also (and to an appreciable degree) to the employment 
policy pursued by individual employers. It is common knowledge 
that there is considerable variation in the degree of stability even 
within the same industries. 

It is therefore reasonable and eminently fair to require, to the 
extent to which unemployment with a particular employer is due to 
his bad business policy, that to that extent the employer, and he 
alone, should pay for his mismanagement as reflected in the liability 
for unemployment compensation. This the pooled fund does not do. 
On the other hand, to the extent to which unemployment grows out 
of the inherent nature of the business, to that extent all employers 
in that business will share and share alike the unemployment hazard, 
so that it will become (as it rightly should) a part of the cost of pro- 
duction. If the direct savings engendered by the greater degree of 
stability of employment do not equal or outweigh the small added 
cost which this payroll tax represents, then the consumer can right- 
fully be asked to pay the higher cost induced by it. 

The consumers of goods or services made available in such a way 

® Story, op, cit. 
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that a reservoir of labor is necessary, have no right to ask either 
society or other industries to subsidize the cost of production. This 
is parallel to the thought unequivocally contained in the reserve plan 
that any business of any kind, producing for profit, has, no more than 
any private citizen, the right to expect either society or other business 
to carry the losses attending the hazards which are essentially its own. 

On this point Professor Slichter of Harvard has this to say : 

. . providing against unemployment is merely sound cost account- 
ing, and we shall not have accurate reliable industrial cost accounting 
until the cost of caring for the unemployed enters into the cost of 
producing goods directly, so that a manager can go to his board of 
directors and present a budget on cost-accounting principles. Indus- 
try requires a labor reserve because it uses more men at some times 
than at others. The cost of maintaining those men is just as much 
a cost of production, as far as an economist can see it, as pa3dng 
interest and depreciation on idle machinery.” 

One final quoted observation of Dr. Royal Meeker:^ “It is a 
painful thought that nearly all employers are more or less parasitical 
in that they depend on seasonal or cyclical subsidies to maintain their 
workers and keep themselves in business.” 

The reserve idea in job insurance squares directly with the well 
established American philosophy of reward for merit and penalty for 
blame in direct proportion to the merit or blame. No man really 
objects to carrying such responsibility as is justly his, but no clear- 
minded person will accept as an obligation that responsibility which 
belongs to another unless he is credited with doing more than justice 
— i.e., manifesting charity. The device by which job insurance is set 
up should not and may not be associated with charity in any way. 

Administrative Procedure 

No law is better than its administration, regardless of what hope 
it may otherwise hold out. The probability of good administration 
is enhanced as the mechanisms of operation are simplified. In this 
respect the reserve type of law would appear to be preferable to the 
pool. 

The idea of individual responsibility is an ancient principle well 
grounded in American tradition. Collective responsibility is too 
frequently akin to irresponsibility. Because the “reserve” conforms 
best to a native idea, in Wisconsin its advocates are more plentiful 

^ U. S Senate Hearings, Comm, on Unemployment Insurance, p. 225 £F. 

8 Quoted in California Report, p. 73. 
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and Its antagonists less numerous. Since good will is the finest asset 
anybody exercising authority can possess, this fact is worthy of note. 
Where the motive for proper response to a law is solely the fear of 
power, efficiency is well nigh impossible; being so, justice becomes 
ponderous and thereby even the noblest cause may find itself need- 
lessly discredited. 

The reserve type of law, for reasons previously given, does not 
readily associate itself with employee contributions. The pooled 
fund systems frequently require them. Without such contributions 
the employer’s task of calculating and reporting his obligations is 
very simple. He merely totals his payroll for whatever pay-periods 
he is accustomed to use, claims such exclusions as may be allowed, 
and pays his dues accordingly But where a percentage is taken 
from the workers’ pay, an individual calculation must be made for 
each employee. Any payroll accountant can explain that this entails 
a lot of additional work. It is a fact, too, that the portion so deducted 
is usually so small that even though it should be considered it would 
hardly be worth the additional effort. 

The Wisconsin reserve law makes it possible for any employer 
who desires it to operate under a plan of mutual contributions. The 
employer under such a plan could provide additional benefits or more 
extended benefits to his laid-off employees. Nevertheless, there has 
been little indication of interest in such a plan, due at least in part 
to the fact that what is now a simple procedure would then become 
an involved one. 

The two types of law (reserve and pool) will most likely require 
rather distinct systems of administration for the purpose of paying 
benefits. In general it would appear that the safeguards which must 
be utilized to protect both the employers’ and workers’ interests 
would be less numerous under a reserve system. This is due to the 
fact that an employer has a direct financial incentive to discourage 
unwarranted benefit payments from his account. At the same time 
the working employee will be more inclined to resent benefit pay- 
ments to any laid-off workers who through error or falsehood are 
depleting a fund which should protect him when he is laid off. A 
pool fund would very likely require a complete system of central 
records of all employees in the state. It would require each employer 
to periodically report the earnings record of all his employees — ^this 
regardless of the fact that all his employees worked full time. 

In Wisconsin, where a reserve law is in operation, the employer is 
required to make a report on the employment and earnings record of 
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any employee only at such time as there is possible liability to pay 
benefits. Where employment is fairly steady and labor turnover is 
low, the necessity to submit this report rarely arises. It is true that 
a weekly “low or no earnings’’ report blank must be returned to the 
Unemployment Compensation Department each week, but unless 
some employees have for any reason earned less than their benefit 
rate, this report will contain no names. It will merely serve as an 
affirmation that no unemployment occurred in that week. 

This minimum of reporting is deemed sufficient by virtue of the 
fact that each employer is required to give notice to each employee of 
what his benefit rate is. This same notification explains to the worker 
the conditions under which he has something coming. Thus the 
employee’s knowledge of his rights serves to impel the employer to 
comply properly. At the same time the normal and periodic official 
audit (or special audit, if at any time deemed desirable) will serve 
to the same end. The likelihood that an employee will succeed if 
he attempts to malinger is dispelled by the fact that, as stated before, 
the employer will protest payment of benefits when he thinks they 
are not due. The penalty for willfully false claims will usually 
discourage attempts of this kind. 

The actual payment of the unemployment compensation will be 
made by check sent to the home address of the eligible worker. 
However, this point cannot be reached until the displaced worker 
has served his normal three weeks (one such period in fifty-two 
weeks) total unemployment waiting period during which period he 
had to report at the public employment office if so instructed by the 
employer. Each week when the applicant reports he indicates what 
earnings, if any, he had in the week for which he is reporting. His 
employer gets a duplicate copy of all these reports. Should he detect 
an error or misrepresentation, he can notify the administrative de- 
partment. On the other hand, when the employer submits a past 
employment and earnings record to the compensation department, 
the employee is given a copy so that he can check it for error or 
falsehood. When the check is mailed, after dispute of claim (if any) 
has been finally settled, the employer receives a duplicate of it. It 
tells him what weeks the payment is charged against. Any error can 
then be reported by him. 

In general, then, the focal idea is to simplify and minimize the 
work involved as much as possible, while at the same time giving all 
parties concerned a complete record of any action related to the pay- 
ment of, or refusal to pay, benefits. 
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We have taken much time already and questions will undoubtedly 
take some more, so well end now after this one additional observa- 
tion: All that has been done to make this law operative has been 
thoroughly discussed, analyzed, debated, and approved by the Com- 
mission’s advisory board. This is a group of men representing em- 
ployers, labor, and the public. Though serving an uncompensated 
function, this body has spent days and weeks at a time, giving this 
aid and advice. My personal impression is that this real sacrifice 
and cooperation from all parties concerned is the finest commentary 
on our law. With its aid, the law has been simplified in its text, and 
made practical in its operation. We heartily recommend it to those 
who must administer unemployment compensation laws, regardless 
of the type. 

Now, if there are any questions, I shall be glad to answer them. 

CHAIRMAN MONROE: My personal reaction is that Mr. 
Rauch said plenty. However, he is willing to say more if you will 
ask the questions. The meeting is open for discussion. 

C. H. TOWNS {Partner, Loorms, Stiff ern Fernald, New York, 
N. Y .) : In the case of an employee who has worked for Employer 
A for a year and then worked for Employer B for a year, and then 
becomes unemployed, from what fund does he get his benefits ? 

MR. RAUCH: In Wisconsin the last employer pays what com- 
pensation he owes (if any) before the employee can claim anything 
from the second last employer, etc. In this respect the Biblical 
prophecy is now fulfilled; “The last shall be first and the first shall 
be last.” 

In the case cited, Employer B alone would be called upon to pay 
compensation. The reason is that twenty-six weeks after the em- 
ployee’s last employment with A, he is no longer eligible for com- 
pensation from him. The presumption is, I suppose, that if the 
employee got along for six months immediately following in such 
fashion as not to be eligible from A, there is little likelihood of his 
being eligible in the more remote future. Besides, no unemployment 
compensation law of any type could possibly assume much greater 
liability than they now do. It can be expected to bridge the gap 
between successive jobs; it must be expected to encourage shortening 
that period, but it cannot reasonably carry the burden of those who 
for some reason cannot within a reasonable time, be returned to 
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remunerative labor. Our law limits the employee’s benefit eligibility 
to the number of weeks of employment in the previous fifty-two 
with the employer. Where, therefore, an employee’s benefit rate is 
ten dollars a week and his ratio of benefit week to weeks of employ- 
ment is one to four, the maximum number of weeks for which 
benefits can be claimed is thirteen. The total maximum eligibility 
is $130 in any case. 

DR. CHARLES REITELL (Staff Member^ Stevenson, Jordan 

Harrison, New York, N, Y.) : I would like to know what your 
regulations are regarding unemployment caused by strikes and lock- 
outs, particularly of the innocent party. 

MR. RAUCH : The provision there is a normal provision which 
you will find in all laws, which says that individuals who are unem- 
ployed as a result of a strike or lockout in the establishment are not 
eligible for unemployment benefits while that strike is in active 
progress. 

DR. REITELL: Even if innocent? 

MR. RAUCH : It makes no difference ; if the unemplo 3 mient is 
caused by a strike or lockout in the establishment, while that strike 
or lockout is in progress no benefits are payable. 

On the other hand, there is a reasonable provision for the protec- 
tion of labor. Most employers would not attempt to do the type of 
thing it guards against but some might, and it is there so it will not 
be abused. ^'Suitable emplo 3 mient” is defined so that you cannot 
force an employee to take work for which he is not reasonably 
fitted, which does not pay him at least as much as his benefit rate, or 
that does not give him the rate normally paid in the commimity for 
the type of work which he is expected to accept. 

You cannot take an office man and require him to take a pick-and- 
shovel job. You cannot ask a man to do for twenty-five cents an 
hour a job that would normally pay in that community a wage of 
seventy-five cents an hour, and say that because he does not accept 
that twenty-five cents that he has refused suitable employment. You 
can readily see why such limitations must be provided. 

E. H. SCHULTZ (Assistant Controller, Ccsrnation Co., Ocono- 
mowoc, Wis.) : Under this reserve plan, what happens when a com- 
pany is dissolved? 
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MR. RAUCH : As under any other plan (any pool, for example), 
the employer’s contributions are not returnable to him. It is gone, 
though perhaps not forgotten. 

Under the original Wisconsin law, the balance in the fund after 
all benefits due were paid would be returned if an employer ceased 
to be subject or discontinued business. The requirement of the 
Social Security Act (Title IX) that “all money withdrawn from the 
Unemployment Trust Fund by the state agency shall be used solely 
in the payment of compensation . . was the immediate cause for 
the change. However, our employers were having difficulty with 
the Internal Revenue Department because they had claimed (many 
of them) such contributions as an item of expense. It was dis- 
allowed on the ground that it was really an asset, because it could be 
returned. Only actual benefit payments were allowed as expense. 
Since most employers hope to continue in business, and therefore 
would not be in position to use such an asset, they voiced little or no 
objection to the change. 

At present, therefore, he not only claims the contributions as an 
item of expense for the purpose of filing his ordinary state and 
federal tax returns, but he also claims his contribution (up to ninety 
per cent of his tax) as an offset against the federal excise tax levied 
under Title IX of the Social Security Act If it would be made 
possible to return contributions to the employer, he would owe the 
amount to the Internal Revenue Department because he had wrongly 
claimed it as an expense and an offset. 

MR. SCHULTZ; May I cite just one instance? Our company 
purchased a smaller company. The original company was dissolved 
and a new company formed next day. Does the new company take 
over the reserve fund in such a case ? 

MR. RAUCH : If there is a legal “successor in interest” relation- 
ship between the old and the new company, then the new company 
holds the same position relative to this law as though no change had 
been made. On the other hand, if the new company is not a “suc- 
cessor in interest” to the old, when the benefit liability (if there is 
any) ceases to exist — which is twenty-six weeks after their last 
employment. At that time the balance in its account is credited to 
the “closed account” in the fund. Then the new company would be 
subject to make contributions on the same conditions that any em- 
ployer is subject (as of the beginning of the year if he has eight 
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employees in eighteen weeks of the year), and would begin to pay 
benefits twenty-four months after it became subject. It can be seen 
that it is frequently to the advantage of a new company to be the 
“successor in interest’’ in order to get credit for the contributions 
standing to the credit of the old company. 

F. J. HEINRITZ (Chief Auditor, Fm-m Credit Administration, 
Louisville, Ky.) : As far as the individual workman is concerned, he 
is equally in need of unemployment protection whether he works in 
a plant that employs six or six hundred. What is the status of an 
employee in a comparatively small firm under the Wisconsin Act ? 

MR. RAUCH : I agree with that observation, and suggest that 
as soon as feasible existing laws should be amended so as to protect 
every worker regardless of the number on the payroll of the par- 
ticular employer. 

In Wisconsin the law requires every employer of eight or more 
in eighteen or more weeks of the year to be subject. It was not at 
this time deemed administratively feasible to include those below 
this limit. Poor official records as to who is an employer and how 
many persons he employs account for some of this reluctance to 
drop lower at this time. 

However, the Wisconsin law has a significant provision which 
affects the small employer. In the first place, the employees of a 
contractor or subcontractor doing work for a principal employer, 
which work is in the normal line of business of the principal, are 
employees of the principal unless the subcontractor is himself sub- 
ject to the law. This being true, many principals are refusing to do 
business with subcontractors unless these are themselves subject. In 
view of the fact that the law allows for “election” to be subject in 
case an employer is otherwise too small, this is a reasonable require- 
ment. In effect, it causes many small employers to “elect” coverage. 

IRVING JOSEPH STONE (Office Manager, The Stone Grill 
Co., Columbus, Ohio) : You say that it is possible for an employer 
who does not have the required number of employees to “elect” to 
become subject? 

MR. RAUCH: Yes. The answer to the last question explains 
why that is desirable. An employer not otherwise subject will 
become so for three years if he elects to come under. In addition to 
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the reasons already given for some small employers “electing"' to be 
subject is this interesting one: A contractor working for a principal 
sometimes finds that principal willing to report for him even though 
it involves some bookkeeping because it helps to build up the prin- 
cipal's fund. That same reason induces some smaller employers to 
elect. They feel certain that the future will find them being subject 
by compulsion. If they elect now, there will be an account to their 
credit when that time arrives. However, if they permit the principal 
to report for them and pay him directly or have the proportionate 
amount deducted from the value of the job done, they have paid the 
money, but have nothing to show for it. 

GLADYS BALLMAN {Student, College of Mt. St, Joseph, Cin- 
cinnati, Ohio) : Will the state pool the individual resei*ve funds for 
investment purposes ? 

MR. RAUCH ; Yes. As you know, the money is turned over to 
the trusteeship of the Federal Treasury, where it is invested as pro- 
vided in the Social Security Act. The interest accruing is prorated 
by the Commission to the individual accounts. For investment pur- 
poses it is pooled; for contribution and benefit purposes it is not 
pooled. 

D. RICHARDSON (Asst. Secretary Treasurer, Monroe Cal- 
culating Machine Co,, Orange, N. J,) : What rights has an employee 
to benefits where the employer has not contributed to the fund ? 

MR. RAUCH: No rights if he is unemployed by an employer 
not liable under the law. 

O. F. HAMMER {District Manager, Felt &• Tarrant Mfg, Co,, 
Indianapolis, Ind,) : What is the status of an employee who has 
worked for an employer who is liable and who has an employment 
record showing six months of work with him? 

MR. RAUCH: Presume an employer who has been liable to 
make contributions since July 1, 1934. His liability to pay benefits 
begins July 1, 1936, or after two years of build-up of the fund. 

The weeks of employment either during or before the build-up 
period are not credited to a worker for benefit purposes. There- 
fore, if the six months (twenty-six weeks) you speak of were 
served during either of those periods, the employee has nothing 
coming. However, if it is served after the conclusion of the two- 
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year build-up period (in this case, after July 1, 1936), his weeks of 
benefit eligibility are in ratio to the period of employment. For 
example, if an employee is eligible to receive the ten dollars a week 
benefit, the applicable ratio is one to four. He can therefore receive 
benefits for six and one-half weeks (twenty-six divided by four), 
presuming he is and remains otherwise eligible. Under no circum- 
stance do the weeks of employment for benefit purposes figure back 
beyond fifty-two weeks. At the ratio given above, the maximum 
amount of money receivable is $130 (ten dollars per week for thir- 
teen weeks). 

EDDIS JOHNSON {Chief Accountant, Kellogg Switchboard & 
Supply Co., Chicago, III.) : I would like to know, along with Mr. 
Schultz’s question, what happens to the employer’s reserve when the 
employer divides the company and makes two companies out of it? 

MR. RAUCH: It retains an affiliate relationship recognized as 
such in the law. The fund remains as before, although if requested 
separate reporting may be allowed. 

MR. JOHNSON : It seems to me eventually one of these com- 
panies might obtain the contributions of the other company, and the 
one company would not have any right at all in the reserve. 

MR. RAUCH: Being one employer (affiliate), the employees of 
both companies would have an equal access to the one reserve. I do 
not know how your example applies, but as a practical matter a man 
can not impoverish himself by taking his money out of one pocket 
and putting it in the other. 

LESTER JANES {Controller, Fremont Canning Co., Fremont, 
Mich.) : Can employees who work temporarily claim unemplo 3 rment 
benefits ? 

MR. RAUCH : For a while I was afraid this question would fail 
to appear. An employee working for an employer who is liable for 
benefits can collect these benefits in direct proportion (ratio), as ex- 
plained before, to the length of service. The only possible limitation 
on temporary help is the possibility that '‘new” help is hired for the 
purpose. One who has not previously served the normal probationary 
period (four weeks) with the employer must serve it before eligibil- 
ity begins. When this trial period is once served after the employer 
becomes subject to the law, it need never be served again. 
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While some of the pooled fund laws make special provision to 
disqualify ‘'temporary help from benefits, the Wisconsin reserve 
law pays benefits in ratio to weeks of employment regardless of 
whether the work is obviously and admittedly temporary. 

G. R. PALMER (Auditor, The Standard Register Co,, Dayton, 
Ohio) : I have a question. In the case of a man, for example, who 
comes in to work in a candy factory from the farm, is that man 
eligible for benefits ^ 

MR. RAUCH: If an individual is self-employed, he is not 
eligible for benefits. Now if you have a farmer working in a candy 
factory, he will very likely go back to the farm and continue his 
self-employment and that individual is not compensable. That is true 
under the pooled fund or the reserve. Self-employed persons are 
not compensable, just as students are not compensable for their work 
through vacation periods. 

CHAIRMAN MONROE: I am sure we all enjoyed Mr. Rauch's 
talk. Unfortunately, our time is limited, and while we could devote 
the entire afternoon to each speaker our program does not allow that. 

Our next speaker is going to talk to us about our jobs, what we 
do, what he has to do in Milwaukee. For the past nine years he has 
been connected with the largest manufacturer of excavating ma- 
chinery in the world. At the present time he is Assistant to the 
Secretary and Controller. During the last two years he has lectured 
at the University of Wisconsin on the Wisconsin Unemployment 
Insurance Law, and for the last two semesters on the Federal Social 
Security Act. 

I am very happy to present to you Mr. L. E. Zastrow. 

RECORD-KEEPING UNDER THE SOCIAL 
SECURITY ACT 

L. E. Zastrow 

Assistant to the Controller, Bucyrus-Erie Company, 

South Milwaukee, Wis. 

T here has been so much literature published on the Social 
Security Act and its administration that I feel like a little mole 
attempting to move a mountain in appearing before you this after- 
noon. Most of the literature and the comments that have been made, 
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however, have been of necessity quite general and, in the time 
allotted, I wish to confine myself to specific records that this law will 
force you to keep and why it is necessary to keep them. The un- 
employment section, as well as the old-age pension part of federal 
and state laws, divide record-keeping into two parts, namely: (1) for 
the payment of contributions or payroll tax, and (2) record-keeping 
for benefit payments. 

Inasmuch as the federal law requires, before approval of a state 
law, that contributions be made for two years before benefits can 
begin, you will, unless you come under the Wisconsin Act, not be 
directly concerned with records pertaining to benefit payments for 
some time. Nevertheless, some of the information upon which 
benefits are based must be recorded as early as one year after con- 
tributions, and the records are so closely interwoven that it will be 
well to keep in mind the picture as a whole. 

Before discussing individual records, let me, in a general way, refer 
to those portions of the various state unemployment compensation 
laws that make it necessary for all to seriously consider the adequacy 
of records in use or new installations. The clue to record-keeping 
will be found in the definitions and in the benefit requirements. 

Payroll 

The first item to be considered is the definition of payroll. Prac- 
tically all of the states follow the federal definition which excludes 
certain types of labor from payroll, but does not limit the amount of 
wages or salary on which the tax is computed. Wisconsin and New 
York limit the amount of wage or payroll tax base, the former ex- 
cluding all salaries and wages of $250 and over received in any month 
by an employee, whereas New York has a limitation of $50 per 
week or $2,600 per year. Massachusetts has a basis practically the 
same as New York. At the end of 1936, Wisconsin changes its 
definition to read the same as the federal law. 

If the state law under which you are doing business has a defined 
payroll, as it is called, with a limitation on the amount of the tax 
base, records should enable determination of the amount an employee 
receives during the month for which the contribution or tax is made, 
in order to exclude wages or salaries that should not be included. 

The first question to confront you is whether payrolls should be 
on a weekly, bi-weekly, semi-monthly, or monthly basis. One pecu- 
liarity of the various state laws is that contributions are on a calendar 
month basis of reporting, whereas benefit payments ask for earnings 
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of employees by the calendar week. I can see no good reason for 
making any change in the bi-weekly, semi-monthly or monthly meth- 
ods of payroll payment, especially before benefit credits become 
effective. If you are contemplating a change at all, it would be 
better to make such a change as will enable you to obtain weekly 
earnings of employees. If the weekly payment basis is in use or 
contemplated, it is recommended that it be on a calendar week, rather 
than a fiscal week in order to conform to the state laws, because 
computations wherever made for weeks are always on a calendar 
week starting Sunday and ending Saturday. 

A minimum number of changes are recommended during the first 
two years of operation of your particular state law, as it is quite 
likely that a number of amendments will be made which may have 
an effect on the methods of record-keeping. Those employers on a 
calendar week or bi-weekly basis will encounter some difficulty in 
making the monthly contribution reports. Your state commission 
will undoubtedly make provision to report those payroll periods end- 
ing within that calendar month for which the report is made, unless 
the law specifically mentions that contributions on weekly payrolls 
include weeks commencing in such calendar month. The law of the 
District of Columbia does. 

Full-Time Weekly Wage 

The second item is the definition of ‘Tull-time weekly wage’^ or 
“average weekly wage.’’ Careful examination of your state law will 
reveal that it probably is something entirely different from what you 
expect. Briefly, the first is the “hourly rate of earnings” multiplied 
by the “prevailing hours per week,” the product being a theoretical 
weekly wage rate or “full-time weekly wage,” as it is called. The 
other is the total amount of wages received for a past set number of 
weeks, divided by the number of weeks in which those wages were 
received, the answer being the “average weekly wage.” Those weeks 
in which the employee works less than a minimum number of hours 
set by law, usually thirty, are eliminated in computing the average. 
This latter definition, “average weekly wage,” will force keeping 
of records on a weekly basis unless the state commissions are willing 
to allow computations of this average with semi-monthly or bi-weekly 
payrolls without insisting that every week’s wage be shown by 
Itself. As long as the hourly rate of earnings of an employee, and 
the number of hours worked, is known, computation of a weekly 
wage for those weeks having less than thirty hours can be made, 
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and deducted from total earnings, leaving only earnings for weeks 
of more than 30 hours. The rest is then a matter of looking at a 
calendar and dividing the wages by the number of weeks worked. 
The fact that a person may be on a piece-work or some other in- 
centive basis may cause some fluctuation between the weeks them- 
selves, but should make little or no difference in the total average. 

Full-Time Weekly Hours 

The third item is the definition of 'Tull-time weekly hours.’' This 
again is not what one might ordinarily expect, but rather an in- 
tricate computation. The first step necessary is to group the em- 
ployees of a plant into various classes of similar work and similar 
hours, in many instances a departmental classification being the most 
desirable and equitable. Next you determine whether there is a 
majority of each class who have worked a standard number of hours 
in each pay period, and if not, then an average number of hours for 
the whole class is taken. This necessitates keeping a record of the 
actual number of hours every employee works, excluding only those 
on a fixed salary (of a week or more) or on a commission basis. 
The majority of standard or average hours are added together for 
the year, taking only those weeks or pay periods above a certain mini- 
mum defined by law, usually thirty or forty hours per week, and 
dividing by the number of weeks or pay periods used, the resultant 
answer being the "full-time hours” per week applying to that particu- 
lar class for which the computation is made. Any employee falling 
within that class will have these standard hours whether he worked 
them or not. 

Hourly Rate of Earnings 

The fourth definition is that of "hourly rate of earnings,” and this 
involves some effort also, although not quite as complicated as the 
other two. Very briefly stated, it is the amount of wages received, 
divided by the number of hours worked for those wages. Again 
let me emphasize that it is very necessary to record the actual hours 
an employee works. Piece-workers and employees on some form of 
incentive will come into this category as well as .the regular hourly 
rated employees. The difficult thing about this computation is the 
minimum number of hours of work by an individual employee, which 
the various state laws require in the use of this computation. It 
ranges from at least 100 hours, as given in the Wisconsin law, to 300 
hours in the Alabama law. 
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Weeks and/or Days of Employment 

The fifth definition which must be considered is '‘weeks of em- 
ployment.” While this does not involve any intricate computation, 
nevertheless it presents some difficulties. Again the state laws vary 
considerably, Wisconsin defining a "week of employment” as any 
work performed without specifying any number of maximum or 
minimum hours, and Massachusetts defining it as "any work per- 
formed not less than 80% of weekly full-time hours or wage.” 
Some states include weeks in which an employee is partially unem- 
ployed while others do not, and Indiana specifies “a plurality of 
total hours after December 31, 1936.” Therefore, it will be neces- 
sary to know how much time an employee puts in, and how this 
compares with your particular state law. Some states even go to the 
extent of defining "days of employment,” Massachusetts counting a 
half day or more as a full day. New Hampshire and New York 
have this definition in their law also. 

Partial Unemployment 

The sixth definition that I wish to bring to your especial attention 
is that of "partial unemployment.” Inasmuch as any employee in 
your particular business establishment may be affected by it, the 
problem is acute. Like the other definitions, there is variation be- 
tween the various states in the application of it. In general, an 
employee is partially unemployed if the wages he receives are less 
than his weekly benefit rate. Some states have added $1.00 to it, 
so as to read, "fails to earn $1 00 more than the weekly benefit 
rate.” The District of Columbia and some other states have added 
$2.00 and the state of Mississippi defines it "if the wages fail to 
equal 120% of weekly benefit rate for total unemployment.” The 
intention of "partial unemployment” benefits is obviously to make 
it unprofitable for employers to cut down weekly hours, but it would 
seem to me that administration would be simplified if a further clause 
be added to the laws reading substantially as follows : "provided 
he has worked less than 50% of full-time weekly hours.” This 
would simplify the determination of partial unemployment, because 
once the full-time hours for a particular employee are known, all the 
employer would have to do is to give him work at least half of that 
time. A chart showing the minimum number of hours an employee 
can work can then be easily prepared and would afford an easy 
method of labor control when it comes to seasonal let-down, and 
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shorter weekly hours become necessary. While ordinarily partial un- 
employment exists when the number of hours are reduced, employees 
on a piece-work basis could work all week and still be partially unem- 
ployed if they loafed on the job to such an extent that their wages 
received were less than the weekly benefit rate for total unemploy- 
ment. 

This concludes the comments on the definitions. Of course, there 
are others that should command attention, such as “total unemploy- 
ment,” “waiting period,” “eligibility,” etc., etc., but they will not 
have the effect on record-keeping of those previously mentioned. 

Individual Records 

The individual records that an employer should keep are recom- 
mended as follows: 

Application for Employment 

Employee’s History Record 

Employee’s Central File 

In and Out Clock Card — Exhibit 1 

Payroll Sheet — Exhibit 2 

Payroll Summary — Departmental — Exhibit 3 

Employee’s Earning Record — Exhibit 4 

Absentee or Lost Time Record — Exhibit 5 

Termination of Employment or Separation Notice 

Departmental Lay-off Record — Exhibit 6 

Chart for Short-time Weekly Hours — Exhibit 7 

Unemployment Benefit Claim — Exhibit 8 

In many instances the first two of these forms can be combined, 
depending on the size of tlie company and the number of persons 
employed. Where a large number of applicants are interviewed and 
few persons hired, the personnel manager may not require complete 
information until the final interview. In such cases the first men- 
tioned form will have only the minimum information required to 
make an intelligent selection. 

Any form of application blank will usually suffice, as long as it 
has the following essentials shown on it: Name, address, age, sex, 
occupation, previous employment, date started to work. Provision 
should also be made for employee registration or serial number, 
both state and federal, as it will be necessary for benefit claim pur- 
poses and for federal old-age annuity when that law becomes opera- 
tive next year. 
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The state of New Hampslijre has prescribed a form on which 
it requires employers to report all new employees. I believe, how- 
ever, that this form is not suited for the larger business concerns, 
because it does not contain sufficient information. 

Employee's Central File 

It is suggested that one department be delegated to keep a central 
file for every employee wherein all important information pei'taining 
to him is kept. Preferably the personnel department or employment 
department should be responsible for this record. It can be kept 
by alphabetical arrangement or by registration or serial number if 
such a plan is in operation. It might be well to start a file of this 
kind as of the first day of January, 1937, when the old-age pension 
law takes effect, or even the first of July, including all persons on 
the payrolls. The file should contain only important data and also a 
summarized record of earnings. It should be the one place where 
a complete history of an employee can be obtained. The ordinary 
standard manila folder, 8j4xll inches in size, with the number or 
name of the employee on it ought to be sufficient. 

In and Out Clock Card 

Exhibit 1 shows one form of ‘Tn and Out’' clock card. The 
importance of this simple record has been overlooked by a lai'ge 
number of employers and emphasis on the desirability of maintaining 
this form or similar t3rpe of time record is opportune. It will be 
the final proof whenever a benefit claim is disputed, when a question 
arises as to whether or not an employee was working in a particular 
week or day, and also on the question of what day of the week 
connections were severed. It will play an important part in de- 
termining whether or not there was partial unemployment. In addi- 
tion to the usual provision for the recording of starting and quitting 
time, there is a column for the extension of the total hours worked 
for each day, and in case additional compensation in addition to the 
regular rate is paid, such as time and one-half for overtime, a column 
is provided for such excess over the actual hours worked, and is 
called overtime excess. Such additional allowance may have been, 
in the past, added to the actual hours worked and the pay computed 
on the total pay hours. This practice will prove detrimental as 
employers will be called upon to furnish the actual hours an employee 
works. This is necessary both in the computation of “hourly rate 
of earnings” and “full-time hours per week.” It is therefore of 
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No. 


Exhibit i. 


PAY PERIOD ENDING 

Jm IS X9a6 


1000 

Name 6 1 John Jones 

Immodiately following ornmitted re^iitrationt unrecorded timet absent service or absence for which payment la 
claimed the timekeeper will present thiH card to the foreman who will classify and recommend payment or do* 
duction by entering this code in ink opposite the respective dates. Enter total time for the day in lastcoluiRa» 
At the end of pay period sign and past card to Premium Dept. 


A 

SICKNESS 

F 

CO. BUSINESS ON ORDER # 

B 

SPEC, PERMISSION 

G 

PERSONAL BUSINESS 

C 

VACATION 

H 

SPECIAL AS NOTED HEREON 

D 

TARDY 

P 

PAY 

E 

OMITTED REGISTRATION 

N.P. DO NOT PAY 
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paramount importance to keep a record of the actual hours worked 
for each employee, with the exception of those on a definite weekly 
or monthly salary basis. At the bottom of the card, space is given 
for the summarizing of the number of hours worked, overtime excess, 
and incentive hours, this latter information being taken from pro- 
duction records of individual men kept for that purpose The clock 
cards are then rated, the total pay is figured and the amount in- 
serted in the spaces provided therefor. The total computation is 
then carried to the payroll sheet. 

The top of the card contains instructions for recording informa- 
tion when the workman is at home ill, tardy, or forgets to punch 
the clock, and is shown by symbols being written on the line where 
such happenings occur. For instance, AP placed on a line would 
indicate that the employee was absent because of sickness and is to 
be paid for the absent time If the symbol is ANP, it means that 
the employee was sick and was not to be paid for the time absent. 

This card, after it has been figured, can serve as a very useful 
Employee’s Earning Record. By filing the cards according to men 
all of the cards for a certain man will be in one place. If so desired 
they can be filed by registration or serial number. It is usually 
undesirable to file them by clock number because of transfers from 
one department to another and the consequent frequent changing of 
the clock number. It will be necessary to take a long-time view 
of any filing of records because you may be called upon to produce 
them for some pay period in the long distant past. 

Payroll Sheet 

Attention is particularly invited to those columns of the payroll 
sheet (Exhibit 2) providing for ''actual hours worked,” “overtime 
allowance,” “incentive hours,” “total hours paid for,” “number of 
units” (if on a piece-work basis), “total units paid for,” and “total 
amount of pay.” The remaining information is that usually shown 
on most payrolls. One column that will of necessity appear on all 
payrolls is that of “actual hours worked.” This will be required in 
the computation of “hourly rate of earnings” and also “full-time 
hours per week.” Furthermore, under the Massachusetts law a 
“week of employment” must consist of 80% of the “full-time hours 
per week.” This column will also be of material assistance in check- 
ing for partial unemployment, because any employee who works 
less than standard number of hours should be investigated as to the 
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cause of absence or checked with the absentee record, a description 
of which follows later. 

The next column, ''allowed hours for overtime’' or "overtime 
allowance,” is for the additional amount paid under an arrangement 
where employees are paid double time or time and one-half for over- 
time. As stated previously you should never include such extra 
allowance with actual hours worked, because employers will be 
called upon to classify employees of similiar hours worked in de- 
termining "full-time hours per week.” 

Incentive hours should be shown separately for the same reason, 
and the next column is provided for this purpose. 

Under the state and federal unemployment and old-age annuity 
laws, certain items are excluded in the computation of the tax or 
contribution, and the next two columns are given for this purpose. 
By deducting these exclusions from the total of the payroll the tax 
base is easily arrived at. These exclusions can be listed on a sep- 
arate schedule and then deducted from the total payroll in making 
up the contribution or tax report, although this is not as convenient 
as the column. In case there is more than one type of exclusion it 
can be identified by the use of a symbol and a summary analysis 
made at the bottom for each department, or at the end of the pay- 
roll, whichever is desired. 

There are a few states which require "days of employment,” 
notably New York and New Hampshire. Benefit credits in New 
York state are based on days of employment instead of weeks of 
employment, 15 days of employment for one week of benefits being 
the ratio on which they are allowed. A column can be inserted im- 
mediately preceding "actual hours worked” to record this. 

The deductions are inserted manually. The reason for this is 
that this work is done in the lull between pay periods and thereby 
avoids peak loading. They can, however, be inserted mechanically, 
although this procedure promises to be somewhat difficult when 
deductions are made such as unemployment contributions by em- 
ployees and old-age contributions under the federal law. 

Departmental Summary 

A summary by departments is shown in Exhibit 3. The columns 
are exactly the same as the individual payroll sheets, except that 
number of employees have been added in a separate column. While 
this is not necessary, it is very desirable. The Indiana law requires 
this information on the present contribution reports. This summary 
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serves a very useful purpose for management control. If a con- 
siderable amount of overtime allowance appears, then production is 
not planned efficiently, or the personnel is under-manned. Likewise, 
if the percentage of incentive hours to actual hours drops, or is 
not up to standard in a certain department, then some man or even 
the whole department is not meeting the standard incentive set up. 
Therefore, this summary meets not only the needs of the social 
security program, but also can be made a useful tool of management. 

Individual Employee’s Em'mng Record 

Some record of this kind will be absolutely necessary. All em- 
ployers have kept some sort of a record in the past for reporting 
earnings of employees for state and federal income tax purposes. 
This record should provide in columnar form the following: payroll 
period, actual hours worked during each pay period, additional time 
allowed for overtime work commented on in a preceding caption, 
any bonus, premium, or incentive wage for exceptional work per- 
formed under wage incentive methods, total pay hours (the sum 
of the preceding three columns), number of units or pieces (if there 
is such a basis involved), and the pay therefore, and the amount of 
total earnings for the pay penod. (See Exhibit 4.) Another column 
is made necessary by the old-age pension section of the Social 
Security Act. The tax under this portion of the act is limited to 
the first $3,000.00 of earned salary or wages, and therefore some 
means should be provided for determining the yearly earnings to date. 
This can be done by insertion of a column for that purpose, as 
shown at the extreme right of the sheet, or by the use of sub-totals, 
whichever is desirable from the viewpoint of the individual em- 
ployer. 

The top of the form contains in addition to the usual information 
which is self-explanatory and not commented upon, space for the 
average hourly earning rate. This is necessary because employers 
are required to know in advance the weekly rate for all employees 
in order that partial unemployment may be determined when the 
employee earns less than his benefit rate for total unemployment. 

The reverse side of the form can be used for recording deductions 
from pay, the same number of lines being provided for as on the 
front. 

This form is designed for semi-monthly payrolls, but can be used 
for monthly, bi-weekly and weekly payrolls periods. When desired 
for weekly payrolls both sides of the form can be printed and a 
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separate deduction record also printed. The size of the form is de- 
pendant on the employers’ needs and also whether mechanical office 
equipment is used in the preparation. For hand posting, an x 11 
sheet will be advantageous. Only one year is shown on a sheet 
and this will be found very convenient when it comes to discarding 
old files. 

Absentee or Lost Time Record 

The next form suggested will, no doubt, cause considerable com- 
ment. In the past, when an employee was absent of his own accord, 
the absent time was not paid for and that was the end of it. No 
record as to the cause of absence was maintained unless the personnel 
department or other interested parties made investigation in special 
cases. The partial unemployment benefit provision of the Unemploy- 
ment Compensation Acts will not only force employers to keep a 
record of absence, but also the reason for such absence. Visualize 
for a moment what will happen when a dispute arises between the 
employee and employer on the question of partial unemployment. 
If the employee claims he was sent home because there was no work, 
he is partially unemployed, but if the employer says that the employee 
was at home because he was ill, and was unable to work, the employee 
is not partially unemployed and should receive no partial unemploy- 
ment benefit. But how can the employer prove that the employee 
was home sick if no record of such illness was kept. 

The form shown as Exhibit 5 is on a weekly basis and should be 
filled out every Monday morning for all employees absent during 
any part of the preceding week. Obviously the days absent will be 
obtained from the 'Tn and Out” card, the procedure being so 
arranged that the cards be scrutinized every Monday. This record 
can be the starting point for partial unemployment claims. (Under 
the Wisconsin law, as amended, it now becomes the duty of the 
employer to initiate partial unemployment claims.) However, if 
it is burdensome to record all of the absence because there is so 
much of it, only those who are absent for more than 50% of their 
“full-time” hours need be recorded, especially so in all establishments 
which pay on a straight hourly basis. 

If partial unemployment is on a different basis than Wisconsin, 
obviously absent time must be recorded to fit the law of that par- 
ticular state. Particular attention is invited to the space for the 
signature of the employee. Future arguments can be avoided by 
having this record signed as to the reason for the absence. There 
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may be some objections on the part of the employee to signing, but 
these can be gracefully overcome by the assurance that the record 
is purely for the purpose of avoiding controversy. The “good” 
employee v^ill not object and the “poor” workman should be con- 
trolled because in all likelihood he will be the first to cause trouble. 
In case objections are too strenuous, then the signature of the fore- 
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FOREMAN 

Date 

193 






employes 


man should be accepted and the reverse side should carry a notation 
of the employee's refusal to sign. 

This record can be eliminated if the reason for the absence is 
shown on the “In and Out” card. Suitable space for the employee's 
signature on the “In and Out” card can easily be provided for, either 
on the bottom of the card or on the reverse side. 

Termination of Employment Notice 

The State Commissions will undoubtedly require a form of this 
kind, as this will be the starting point of a claim for total unem- 
ployment. The Commissions will probably design the form to be 
used in order to obtain the required information in the manner best 
suited to their needs. The only comment offered is that the form 
should be prepared in quadruplicate, one copy to the Commission, 
duplicate to the local free employment office, triplicate to the em- 
ployer, and the last copy to the employee. This notice should also be 
signed by the employee before he leaves the employer. California 
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has a notice in use by order of its Commission and the District of 
Columbia provides a termination notice also. The state of Oregon 
calls for complete information on an employee, showing in detail 
by weeks, hours worked, weeks of employment and wages earned 
for past 104 weeks prior to an employee's lay-off. 

Departmental Benefit Liability Record 

It will be found very desirable to have this form (Exhibit 6) 
filled out for all employees who are laid off, as a check on the fore- 
man, showing him what it will cost to dismiss employees under 
unemployment compensation laws This form can be used during 
the current years, even though no benefits are payable, in order to 
give the management definite information and a picture as to the 
benefit liability when this part of the law takes effect. To get the 
full effect, it is suggested that in using this form, you assume that 
the benefit provisions of the law are in full force, and do not give 
consideration to the fact that the liability is limited during the first 
year because the 'Veeks of employment" do not start until sometime 
after contributions. This provision varies with state laws. 

This completes the explanation of the forms. Now to proceed 
with the illustration that it is not necessary to have weekly payroll 
records or to even know the exact amount of an employee's earnings 
by weeks, in order to determine the amount of a benefit claim for 
either partial or total unemployment or both. It is the provision 
for benefits for partial unemployment that causes the confuson and 
difficulty, and the official definition as given in the Wisconsin law at 
108.02 (q) is repeated for an examination and clearer understand- 
ing. It reads: '^Partial Unemployment. An employee shall be 
deemed 'partially unemployed,' with reference to any given employer, 
in any week of employment by such employer for which he receives 
wages (from any and all employers, but exclusive of "odd- job" 
earnings) equalling less than his weekly benefit rate from the given 
employer." 

Inasmuch as the weekly benefit rate is 50% of the "full-time 
weekly wage," with certain defined maximums, and the "full-time 
weekly wage" is determined by multiplying the "hourly rate of 
earnings" by the "full-time weekly hours" applicable to such em- 
ployee, the entire problem resolves itself into whether the employee 
worked approximately 50% of his normal or "full-time weekly 
hours." If the employee did work 50% or more of his normal or 
"full-time weekly hours," there is no "partial unemployment." 
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Therefore, unless the employer is working his plant '^short hours,” 
there is no necessity of keeping a record of weekly earnings for all 
employees. It may possibly be needed for a small number of em- 
ployees but these can be determined in another manner very easily. 

The Wisconsin Industrial Commission adopted a rule whereby an 
“hourly rate of earnings” can be established in advance for a fixed 
period for all employees. For instance, the total number of hours 
worked, divided into the total amount earned for the first three 
months of this year, will for a certain employee, be the “hourly rate 
of earnings” to be used during the balance of the calendar year. 
This is an excellent rule as it simplifies administration. Employers 
will then have a definite procedure and can determine in advance 
of any partial or total unemplo 3 rment the “full-time weekly wage” 
and the “weekly benefit rate.” By the use of a chart such as shown 
as Exhibit 7 in conjunction with the “In and Out” card, “partial un- 
employment” can be very readily ascertained. For example, assume 
that the employee had only worked two days, Monday and Tuesday, 
and then had been sent home for the balance of the week on account 
of slack work in his department, giving him only a total of 16 hours 
for the week. The employees “hourly rate of earnings” is previously 
determined by dividing the total amount earned for the first quarter 
by the total hours worked ($317.25 divided by 480 equals 66.1 cents). 
The chart shows that persons having an “hourly rate of earnings” 
should work a minimum of 19 hours per week before incurring 
benefit liability for partial unemployment, if the employee works on 
a 40-hour week basis. On a 50-hour week basis the minimum would 
be 23 hours. The employee in question was partially unemployed, 
because he worked only 16 hours. 

There is, however, really no necessity for calculating the “hourly 
rate of earnings” for all employees until benefit liability is incurred 
for either or both partial or total unemployment. Proper space can 
be provided for this information on the initial report of an employer 
whenever a claim for benefits is made, and on the claim blank itself. 
It is conceivable that an employer may calculate the rates for 1,000 
employees and unless there is unemployment attributable to the em- 
ployer, not a single rate would be required. I know of a company 
that has a very irregular schedule of hours, but would have had only 
one case of partial unemployment for the entire first quarter of this 
year, had the benefit provisions of the law been in effect. The 
absentee record, previously referred to, was put into operation by 
this company six months in advance, so the foremen and employees 
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could become accustomed to the use of it, and showed up this in- 
formation. 

There is, however, one class of persons who will require special 
treatment and that class comprises salesmen or other persons work- 
ing on a straight commission basis. Inasmuch as these persons do 
not punch a time clock and keep no record of their time worked, it 
will be necessary to make a recoi'd of their commission earnings on 
a straight weekly basis or else on some other specific period basis and 
convert back to a straight “weekly wage’' by dividing the amount 
of earnings by the number of weeks worked, ignoring working hours 
completely. Persons employed on a fixed salary basis also can be 
classified together m one group and no record of their working 
hours need be kept, as it is an easy matter to compute their “full- 
time weekly wage" merely by dividing the amount of earnings re- 
ceived by the number of weeks worked It is obvious, of course, 
that the basis of fixed salary employment cannot be less than a 
week. 

Unemployment Benefit Claim 

A sample form titled “Employer's Initial Report on Unemploy- 
ment Benefit Claim" is the next illustration (Exhibit 8). This form 
IS not official, being only my conception of the information neces- 
sarily required from the employer The pertinent information has 
been inserted in the spaces provided therefore, the information being 
taken from the “Individual Employee’s Earning Record" previously 
described. Attention is invited to the second page of this form 
(Exhibit 8A) where a convenient record of the benefits paid is pro- 
vided for. This portion of the form provides for recording “weeks 
of employment" also, because under the Wisconsin law the earliest 
weeks of employment are to be charged against the benefits as they 
occur The calendar weeks actually worked and classed as “weeks 
of employment" only are inserted in the squares as shown While 
the information given for this particular employee happens to be 
consecutive weeks, this would not be the case had he been absent for 
sickness, or for other reasons of his own accord, for a full week 
or more. Furthermore, the squares are so arranged that employees 
with different ratios of “weeks of employment" to “weeks of benefit" 
can be shown For instance, an employee with a benefit rate of $10 
or less would have his “weeks of employment" inserted only in the 
columns headed 1, 2, 3, 4, because he is on a 1 to 4 ratio ; an employee 
with a $12.50 benefit rate, would have his “weeks of employment" 
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36. &L8 employee ‘^een Instruoted to report to state free employment ofxloe -dooated In 
rioinity? (Answer "yes" or "no") 

56. Claim oompleted 37. Benefits terminated 

38. Reason for termination 

39. Remarks (state Information wnioh win aesiVt the Indxistrlai canmisslon in paeeing 
upon this elaim) 



40. Dated Saployer 

Signed by Title 

41. Witness 42.aiployce»s Signature 
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shown in columns 1, 2, 3, 4, 5, because he is on a 1 to 5 ratio, and an 
employee with a $15 a week benefit rate would have “weeks of em- 
ployment” shown in all six columns because he is on a 1 to 6 ratio. 
Wisconsin is the only state that has more than one ratio provision m 
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computing the number of weeks of benefit. All the other states have 
only one basis for the first unemployment. However, some of the 
other states pay additional benefits when the maximum weekly 
benefits have been received. Let me read to you the provision that 
the state of New Hampshire has. It reads as follows : 

Section 18. An eligible employee who has received the maximum 
benefits permitted hereunder shall receive additional benefits in the 
ratio of one week of total unemployment benefit, or its equivalent, for 
each unit of twenty-four aggregate weeks of employment for which he 
has paid the employee contribution of one per cent provided herein 
occurring within the six years preceding the close of his most recent 
week of employment, and against which benefits have not already been 
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charged under this chapter. The maximum number of additional weeks 
of benefit thus allowed shall be ten, provided that such additional weeks 
shall not be a basis for partial unemployment benefits. 

Alabama, the District of Columbia, Massachusetts, Mississippi, New 
Hampshire, Rhode Island and Washington have similar provisions 
in their laws, the length of emplo3mient performance being somewhat 
less than six years. 

It is in these ratio provisions that employers will find the length 
of time for which records on individual employees must be main- 
tained, for instance, six years for New Hampshire. 

You will notice that I have taken the records in the order in which 
an employee appears thereon from the time he is hired to the time 
he is fired, and to the ultimate separation when the final Unemploy- 
ment Compensation Benefit payment is made. 

The records explained apply with equal force to the Federal Old- 
Age annuity law when that becomes effective next year and if I 
failed to explain this in the beginning it was because I did not wish 
to inflict too much punishment at one time. 

CHAIRMAN MONROE: It is indeed unfortunate that this 
program has lasted a little longer than we expected. However, 
if there are some questions, I know Mr. Zastrow will be glad to 
answer them. 

G. R. PALMER {Controller, The Standard Register Co., Day- 
ton., Ohio) : I would like to ask what provisions have been made 
with regard to salesmen selling strictly on a commission basis where 
we have no possible way of keeping a record of time, and where 
earnings fluctuate according to sales. 

MR. ZASTROW: With the salesman on a commission basis 
you can do nothing but keep the commission records on some pay 
period or some definite period, either weekly or monthly. The only 
thing you can do is to take his wages, divide them by the number of 
weeks he has been with you, and that is the weekly wage. That is 
recognized in the Wisconsin Law. That is the way we did in this 
classification. 

For people on definite salaries, you do not have to keep any 
hourly record. But for people for whom the definite number of 
hours of work is not known, that is, the commission men and the 
hourly people, you just take the wages divided by the number of 
weeks. 
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MR. PALMER* Suppose that in the case of a salesman on com- 
mission his earnings fluctuate, suppose he goes for a long period 
and earns, say, twenty-five dollars a week, and then he will get two 
hundred and fifty for a period How would you handle a situation 
where the earnings fluctuate to that extent? 

MR. ZASTROW: What you have to do is take the previous 
calendar year as a whole In other words, you take the entire earn- 
ings for the year 1935, say, and divide that amount by fifty-two, 
and that is the weekly average The Wisconsin Law provides that 
you have to take the entire fifty-two weeks of the preceding calen- 
dar year. 

D. RICHARDSON (Ass't Secretary & Treasurer, Monroe Cal- 
culating Machine Co,, Orange, N J.) : My question was similar to 
this gentleman’s, with the exception of this, that if a salesman has 
consistently earned over three thousand dollars a year, although not 
necessarily two hundred and fifty every month, do you exclude him 
from your monthly report in a month when his earnings are less 
than two hundred and fifty ^ You know that he has made consist- 
ently over three thousand, and you know he will this year 

MR ZASTROW : In those months when his earnings are less 
than two hundred and fifty dollars you pay contributions In the 
months he earns more, you do not pay; each month is a unit by 
itself. 

MR RICHARDSON: He would be entitled to lienefits later? 

MR. ZASTROW : Do not mix benefits with payroll contribu- 
tions A salesman working on a strict commission basis is entitled 
to benefits if he gets ten thousand a year. The only persons not 
entitled to benefits under the Wisconsin Law are those persons who 
are on a definite monthly basis of two hundred and fifty dollars a 
month or more And by the way that two hundred and fifty dollar 
contribution drops out of the picture on December 31, 1937, because 
of the Federal Law coming in which says two per cent for 1937 
on all payrolls, so the Wisconsin definition of payroll next year will 
be two per cent on all payrolls. 


E. L. KRAUSS (Accountant, Federal Glass Co , Columbus, 
Ohio) In regard to figuring employees’ average hourly earnings 
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which you mentioned a while back, I notice that you include in that 
clock record the overtime excess hours. You mentioned something 
about eliminating them in figuring the average hourly earnings. 
Now do you include the overtime excess money divided by the 
actual hours worked to establish that record? 

MR. ZASTROW * Let us take that clock card for a moment. 
That man’s hourly rate is fifty cents an hour and he worked one 
hundred hours. Now one hundred divided into 5560 is that man’s 
average hourly earning rate, or 35.6 cents. Multiply that by the 
full-time weekly hours, and that is the weekly wage. It is a theo- 
retical wage, pure and simple. 

THOMAS L EVANS {Controller <S* Assistant Secretary, Wes- 
ton Electrical Instrument Co,, Newark, N. /.) : In the case of lost 
time through accident, how is the lost time accounted for? 

MR. ZASTROW: The man receives workmen’s compensation; 
he does not receive unemployment benefits. And if he is not able to 
woi’k he does not receive weeks of employment to his credit. In 
other words, his workmen’s compensation will compensate him fully 
for the time he is out of work because of an accident. 

CHAIRMAN MONROE: Thank you, Mr. Zastrow. 

This session has been very timely and very interesting, I am sure, 
to all of us. We have exceeded our time, and we are going to 
adjourn. 

... The meeting adjourned at five thirty-five o’clock . . . 
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CHAIRMAN REUWER; We shall return today to the brass 
tacks of the fundamentals of accounting procedure. Today’s ses- 
sions have been organized by a National Director of the National 
Association of Cost Accountants, founder of the Walsh Institute of 
Accountancy, and a partner of Walsh and Company, who hails from 
the City of Detroit. It is a pleasure to present to you the day’s 
Chairman, Mr. Mervyn Walsh! 

CHAIRMAN WALSH: Today’s sessions are dealing with fun- 
damental subjects of accounting in which all accountants should be 
interested. 

There is hardly an accountant in the country that has not had the 
problem in the past year or two of depreciation, and particularly 
with respect to depreciation and taxation. The session this morning 
has been organized, first to take up the underlying principles of 
depreciation and treatment of capital assets, and to superimpose 
upon that foundation a practical discussion of the methods followed 
by various companies. 

We are going to crystallize this general discussion in the last paper 
by giving you a specific method of accounting for capital assets, to 
complete a well-balanced program. 

The first speaker needs no introduction. He is a charter member 
of the National Association of Cost Accountants. He has spoken 
before a number of chapters, and is well known to the members. 
He is a member of the American Institute of Accountants; he is a 
member of the American Society of Certified Public Accountants; 
he is Past President of the Illinois Society of Certified Public Ac- 
countants ; he is Past President of the American Association of 
University Instructors in Accounting. Professor Himmelblau also 
heads the Accounting and Business Administration Departments at 
Northwestern University. He is engaged in the public practice of 
accountancy, and he has a perfect blending, so to speak, of academic 
and practical training. 

It gives me pleasure to introduce Professor David Himmelblau, 
of Chicago, 
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PRESENT-DAY NEED FOR IMPROVED ACCOUNTING 
FOR PLANT AND EQUIPMENT 

David Himmelblau 

Head, Department of Accounting, Northwestern University, 

Chicago, 111. 

T he subject assigned to me for this morning's session is a very 
broad one. Mr. Walsh suggested that I cover the theory of 
depreciation, the various methods of calculation, the use of com- 
posite rates, the factors of depreciation, the effect of asset revalua- 
tion, etc., together with tax decisions affecting depreciation. 

PART 1. DEPRECIATION IN GENERAL 
Theory of Depreciation 

As used in this paper, depreciation refers to spreading the value 
of a fixed asset over the accounting periods comprising its service life. 

The service life factor is measured by the number of accounting 
periods (months or years) the asset is to be used. 

The value factor may be measured under four plans — 

(1) Historical net cost, i.e., the excess of the amounts expended 
to acquire an asset over the dollar value obtainable when it is 
disposed of at the end of the service life. 

(2) Current cost of replacement, i.e., the price which would be 
paid now to replace the identical asset in identically present 
physical condition. This is commonly referred to as sound 
appraised value. 

(3) Cost of replacement at end of service life, i.e., the price which 
would be paid when the replacement is made to replace the 
identical asset new. 

(4) Original cost adjusted to reflect the so-called stabilized dollar, 
i.e., the historical cost adjusted to reflect the difference be- 
tween the purchasing power of the dollar now as compared 
with that existing at the date the asset was purchased. 

Purpose for Which Depreciation Write-Off Is Used 

The purpose for which the depreciation write-off is to be used is 
the most important single factor to be considered in selecting the 
method of allocating the basic value over the service life. The 
various purposes commonly arising are : 
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(1) Balance sheet valuation of depreciable assets 

(2) Determination of profits available for dividends 

(3) Determination of profits subject to income tax 

(4) Cost accounting 

(5) Rate cases (utilities, railroads, etc.) 

7. Balance Sheet Valuation of Depreciable Assets 

The balance sheet sets forth the financial condition of a business 
enterprise at a given date. For the purposes of this paper, the 
depreciable fixed assets of a particular business conducted as a going 
concern are viewed as prepaid charges to future operations. Hence, 
they are shown at the basic value less a deduction for accrued depre- 
ciation to date based upon one of the methods hereinafter discussed. 

From the balance sheet point of view, the essential consideration 
as to depreciation is the query : Is the total accumulation at balance 
sheet date adequate? From this point of view it is immaterial 
whether this accumulated depreciation was set up in a lump sum or 
was spread over the past accounting periods ; it is immaterial whether 
the annual depreciation written off is or is not an allowable deduction 
under tax laws. 

It is important to note that this balance sheet value does not pre- 
tend to be the sum which could be realized at the balance sheet date 
if the fixed asset were to be sold as a going concern, sold on a liqui- 
dating basis, or valued in connection with an adjustment of loss from 
fire, or the sum which would have to be expended if the asset were 
replaced in its existing condition. In other words, exchange value 
need not be considered. 

Nor does the total accumulated depreciation appearing on the bal- 
ance sheet pretend to measure the exact amount of deterioration or 
obsolescence that has taken place up to that date. The literature 
issued by appraisers has given the impression that the major problem 
in creating a reserve for depreciation is to measure the actual amount 
of deterioration and obsolescence at the balance sheet date. With 
this I cannot agree. The accountant’s problem is to allocate fairly 
the cost of an asset over certain accounting periods, the method of 
allocation varying according to which one of the five purposes men- 
tioned is to be attained. The balance sheet shows the carrying value 
at a given date under the particular depreciation method selected. 
There is nothing new or inconsistent in this statement of the problem. 
The usual procedure is to spread a five-year insurance premium 
equally over each of the five years even though at the end of the 
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first year its effect is to carry unexpired insurance on the balance 
sheet at a higher figure than the sum to be received i£ the insurance 
were cancelled at that date. 

2. Deteiinination of Annual Profits Available for Dividends 

The phrase “profits available for dividends” is used to denote the 
amount of profits for the current accounting period, say one year, 
which under any contracts with bondholders, etc , and subject to any 
statutory provisions, a business enterprise may distribute among its 
owners. 

For this purpose the essential consideration as to depreciation is 
the query: Is the amount of depreciation deducted in determining the 
current year profits a fair share of the basic value? Hence, from 
this point of view, it is immaterial whether the depreciation thus 
written off is or is not an allowable deduction under income tax laws ; 
it is immaterial whether the total accumulation on the balance sheet 
is excessive or inadequate due to errors in prior years. 

3. Determination of Profits Subject to Income Tax 

For this purpose the essential consideration is the query: What 
deduction for depreciation of fixed assets is permitted by the statutes 
of the governmental body assessing the income tax? It should be 
borne in mind that this deduction rests upon varying statutory bases 
which will be discussed later. 

4. Cost Accounting 

For this purpose the essential consideration is the query: What 
part of the basic value of a given asset is fairly apportioned against 
a unit of production or distribution, said unit being either a process 
or a job? This is a short period calculation. Hence, it is imma- 
terial whether depreciation thus written off is or is not an allowable 
deduction under income tax laws ; it is immaterial whether the total 
accumulated depreciation shown on the balance sheet is excessive or 
inadequate; it is immaterial whether the depreciation charged into 
costs is more or less than the amount deducted when calculating 
profits available for dividends. 

5. Rate Cases 

For this purpose both aspects of depreciation must be considered, 
viz., (a) Is the total accumulation at date of balance sheet adequate, 
and (b) has an equitable amount been deducted from the annual 
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profits? An enumeration of the depreciation problems arising in 
rate cases is impossible within the limits of this paper. However, 
attention is called to the recent decision of the United States Supreme 
Court in the case of United Railways & Electric Co. of Baltimore 
which pernuts the company to use reproduction cost as the basis for 
its depreciation expense estimate as well as for the rate base. 

Methods of Calculating Depreciation 

The principal methods used by accountants for spreading the basic 
value of fixed assets over their service life are: 

(1) Straight-line 

(2) Production 

(3) Appraisal 

(4) Reducing balance 

(5) Sinking fund 

(6) Annuity 

(7) Retirement expense (used by 

most utilities) 

The straight-line, production and appraisal methods will be dis- 
cussed. The others are not used extensively. 

( 1 ) S' traight-Line 

The straight-line method spreads the net cost of a fixed asset 
equally over the years comprising its service life through the fol- 
lowing formula: 

Net Cost of Asset Portion of Net Cost 

Service Life (in years) Allocated to One Year 

The simplicity of the straight-line method makes is easily under- 
stood. The ease of checking the depreciation deductions over a 
period of years has caused it to be favored by income tax authorities. 

(2) Production 

The production method spreads the net cost of a fixed asset over 
its service life through the following formula: 


Net Cost of Asset 
Service Life (in units 
of production) 


Portion of Net Cost 
Allocated to One Unit 
of Production 
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This method diifers from the straight-line method in that service 
life is measured in terms of units of production, i.e., mileage (in 
case of automobiles), tons, barrels, machine hours, etc., instead of 
years. It automatically adjusts the depreciation write-off to the rise 
and fall of the physical volume of production and distribution 
processes using the depreciable assets. 

(3) Appraisal 

The appraisal method is as follows: To the appraised value of 
fixed assets at beginning of year add purchases of fixed assets and 
deduct appraised value of fixed assets at end of year. Balance is 
depreciation of fixed assets to be charged off for that year. 

It involves : (a) an enumeration of assets on hand at the end of a 
year, (b) a determination of the physical condition of each asset, 
and (c) determination of the replacement value of each asset in its 
then physical condition. It is obvious that such value is greatly 
influenced by market conditions at date of appraisal and by the 
glasses (blue or rose, depending on our cycle) worn by the appraiser. 
Because of these extraneous elements the appraisal method lends 
itself too readily to adjusting profits through larger or smaller de- 
preciation charge-offs. Accountants have strongly opposed the 
appraisal method notwithstanding the fact that occasionally it does 
provide a fair depreciation charge against a given year. 

PART 2. DEPRECIATION UNDER INCOME TAX LAWS 

Depreciation under the income tax laws was the third purpose 
mentioned in this paper. In many cases the amount of depreciation 
deducted on the tax return differed from the amount of depreciation 
shown in reports to stockholders and from the amount of deprecia- 
tion charged into the cost accounts. Until 1934 this situation was 
unimportant. If a taxpayer charged off excessive depreciation an- 
nually there was a taxable profit when the asset was finally sold. 
Likewise, if too little depreciation was charged off annually, there 
was a deductible loss when the asset was sold. Tax rates were quite 
stable so it made very little difference in what year the deduction 
was allowed for tax purposes. 

On February 28, 1934 the treasury department issued T. D. 4422. 
And what a commotion resulted! It would be interesting to know 
the number of words written and spoken about that document. In 
the mass of words the important points are apt to be lost, so it is 
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desirable to examine the exact language employed in T. D. 4422, to 
determine its requirements and have a means of ascertaining whether 
the revenue agents in 1934, 1935 and 1936 have gone beyond its 
requirements. 

Analysis of T. D. 4422 

Each sentence of Regulations 77, Article 205 as amended by T. D. 
4422, will be discussed separately. 

( 1 ) The capital sum to be recovered shall be charged off over the 
useful life of the property, either in equal annual installments 
or in accordance with any other recognized trade practice, 
such as an apportionment of the capital sum over units of 
production. Whatever plan or method of apportionment is 
adopted must be reasonable and must have due regard to 
operating conditions during the taxable period. 

All of this language is substantially the same as the original regu- 
lations and there is nothing therein that is not in accordance with 
standard accounting practice. 

(2) The reasonableness of any 'claim for depreciation shall be de- 
termined upon the conditions known to exist at the end of the 
period for which the return is made. 

All of this language is the same as before and it conforms with 
standard accounting practice. However, one point requires emphasis. 
The taxpayer setting up the amount of the depreciation deduction 
each year is necessarily limited to his knowledge of the conditions 
as they exist at the end of that year. A revenue agent, coming in 
two years afterwards, finds it difficult to limit himself to the facts 
known at the end of the tax return period. Consciously or uncon- 
sciously, he gives substantial weight to the additional facts discov- 
ered between the end of the taxable period and the date of his 
examination, especially if such facts indicate that the taxpayer’s 
depreciation deduction could be reduced for that year. It may be 
said that the taxpayer should assemble sufficient proof of the con- 
ditions existing at the end of the taxable period so he may be in a 
position to demonstrate that the agent’s proposed changes are based 
primarily on subsequent facts. But it must be borne in mind that 
taxation is a practical matter; that the attempt to build up such 
elaborate proofs involves an expense which may be altogether out of 
proportion to the amount of tax involved. 
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(3) Where the cost or other basis of the property has been re- 
covered through depreciation or other allowances no further 
deduction for depreciation shall be allowed. 

The only change from prior language is the reference to the 
“other’’ allowances as well as depreciation allowances. These other 
allowances, no doubt, refer to special amortization allowed certain 
companies which had war facilities. However, if part of the plant 
costs have been charged off through amortization deductions, no one 
would contend for a second charge-off through depreciation deduc- 
tions There can be no reasonable objection against the language as 
it now stands. 

(4) The deduction for depreciation in respect of any depreciable 
property for any taxable year shall be limited to such ratable 
amount as may reasonably be considered necessary to recover 
during the remaining useful life of the property the unre- 
covered cost or other basis. 

All of this language is new. On the surface there would seem to 
be no objections thereto In practice, the difficult problem is the 
determination of useful life. In most cases useful life is shorter 
than physical life There seems to be a tendency on the part of 
many agents to use physical life rather than useful life Prior to 
1934, an error in underestimating the life of an asset was not serious 
because if insufficient depreciation was taken annually, there would 
be a deductible loss in the year the asset was sold Under the 1934 
law, and since, this loss on the sale of the asset is no longer deduct- 
ible beyond a $2,000 limitation. It is, therefore, important that the 
agent be more liberal in determining the useful life. If he errs on 
the side of underestimating the life of the asset, thereby giving the 
taxpayer excessive annual depreciation, the government is protected 
through a tax on the profit arising upon the sale of the asset On the 
other hand, if he errs in the direction of overestimating the life, 
thereby giving the taxpayer insufficient annual depreciation, the tax- 
payer is penalized because the loss on the sale may not be deductible. 
A continuation of the present attitude will, in many cases, make it 
necessary for a taxpayer to keep assets or scrap assets which as a 
matter of good business practice should be sold. 

(5) The burden of proof will rest upon the taxpayer to sustain 
the deduction claimed. 
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This language is new. It is a radical change from previous prac- 
tice. Heretofore the rule had always been that — 

While the burden of proof must rest upon the taxpayer to sustain 
deduction taken by him, such deductions will not be disallowed 
unless shown by clear and convincing evidence to be unreason- 
able. 

Bear in mind that the burden of proof has been shifted from the 
government to the taxpayer. The point is important because the 
nature of many plant assets is such that it is difficult to prove either 
side of the question and whoever has the burden of proof is apt to 
lose the case. 

(6) Therefore taxpayers must furnish full and complete informa- 
tion with respect to the cost or other basis of assets in respect 
of which depreciation is claimed, their age, condition and re- 
maining useful life, the portion of their cost or other basis 
which has been recovered through depreciation allowances for 
prior taxable years, and such other information as the Com- 
missioner may require in substantiation of the deductions 
claimed. 

All of this language is new. On the surface there is nothing to 
which an objection can be made. However, in its administration the 
Commissioner of Internal Revenue issued Mimeograph 4170 which 
lays down certain reporting requirements which are expensive to 
comply with 

Analysis of Mimeograph 4170 

Mimeograph 4170 calls for an analysis of each property account to 
show — 

(1) year acquired, 

(2) original cost and subsequent additions by years, 

(3) deductions through sales and other dispositions in each prior 
year, and 

(4) adjusted cost at beginning of the current year. 

Likewise for each depreciation reserve account — 

(1) credits to depreciation reserve in each prior year, 

(2) charges to depreciation reserve in each prior year, and 

(3) depreciation reserve at the beginning of the current year. 
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Whether intentional or not, it is apparent that these schedules 
enable the treasury department to reaudit the property accounts and 
depreciation deductions for all prior years. 

The tables in Mimeograph 4170 need not be prepared until re- 
quested by the examining agent, although many people made them up 
anyway. The data need not be furnished where — 

(a) the depreciation is a minor factor in determining net income, 
or 

(b) it is evident that no taxable income will be developed, or 

(c) data filed in connection with prior year returns meet the 
present requirements. 

If upon examination and verification of the schedules it is found 
that the cost or other basis of any depreciable property has been 
fully recovered though the property is still in use or where the 
reserve as provided is higher than is justified by the actual physical 
condition of the property, it will be presumed by the treasury 
department that the depreciation rates allowed in the past have been 
excessive. In such cases the unrecovered cost is to be spread over 
the remaining life. 

Allowed vs. Allowable 

Under the current laws, the distinction between ''allowed^' and 
“allowable” depreciation has now become important. Allowed 
depreciation is the amount deducted in returns accepted by the 
treasury department. Allowable depreciation is the amount which 
should have been taken in prior years ; that is, the agent now states 
that the taxpayer should have claimed a larger deduction in prior 
years and if such claims had been made they would have been allowed. 
If a taxpayer claimed large deductions which were reduced by the 
treasury department, an agent cannot now claim that the amount 
allowable is greater than the amount allowed. But if a taxpayer 
tried to be reasonable, so that the amount claimed on the return was 
the amount finally allowed, he has no protection against an agent’s 
assertion that a larger sum should have been claimed and would have 
been allowed. 

With the burden of proof on the taxpayer to prove that such 
assertions by an agent are wrong, the agent has the opportunity to 
reallocate depreciation to past years which are now closed, and thus 
nullify the statutory provision which purports to grant a “reasonable 
allowance for the exhaustion, wear and tear including obsolescence.” 
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Hindsight is always better than foresight, so it is obvious that 
there will be a continuous argument as to whether the taxpayer 
should have known at the end of each of the prior years that his 
depreciation deductions then claimed were inadequate. 

It is apparent that the criticism lies not against .T. D. 4422, but 
against the manner in which it is applied by overzealous agents. If 
revenue agents will bear in mind that under the fundamental concept 
of the income tax law the taxpayer is entitled to deduct the cost of 
an asset during its useful life, no more and no less, then very few 
questions will arise. But if, in the desire to obtain more immediate 
tax revenues, the agents use methods which actually result in dis- 
allowing part of the cost of assets, then the Board of Tax Appeals 
and the courts will be filled with litigation cases for the next five 
years. 

Current Problems 

Some of the current problems which are being dealt with in 1936 
tax returns will be briefly enumerated. 

(1) Excessive rates in past years. In such cases the remaining 
undepreciated cost should be spread over the remaining estimated 
service life, thus reducing the annual depreciation to be taken for the 
year 1936 and thereafter. 

(2) Inadequate rates in past years. In such cases the agent will 
try to prevent the taxpayer from recovering the defiaency during the 
remaining life. 

(3) Plant units fully depreciated but still in use. In such cases 
no further depreciation may be taken on these assets which are one 
hundred per cent depreciated. 

(4) Plant not in use. In this case I believe that the agent will 
probably charge off depreciation on the year-life basis, rather than 
the production basis. This will throw part of the depreciation against 
the loss years during the depression period. In that case the taxpayer 
will not be able to recover his full cost. 

(5) Adjusting depreciation deduction according to plant activity. 
Agents do not like that method. If you use it, it is important to 
preserve all the data necessary to prove that the amount deducted 
under that plan is a reasonable deduction. 

(6) Basis for units acquired through reorganizations. It is 
necessary to go back to 1917 and follow each year separately under 
the various laws. Usually the books do not show the tax basis for 
assets acquired under reorganization. If that be the case, it is neces- 
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sary to establish a new plant record which will show what is the 
allowable basis under each tax law affecting any of the assets ac- 
quired under a reorganization. 

(7) Asset revaluations. As to assets which were marked down, 
particularly during the past several years, the rule is obvious. All 
mark-ups and all mark-downs are discarded and ignored. They do 
not affect the depreciation deduction. 

(8) Basis for units scrapped or sold. Use cost or any other basis 
required by the statutes, reduced by the amount of the allowed 
depreciation or the allowable depreciation, whichever is the greater. 

Summary 

(1) T. D. 4422 makes one important change, namely shifts from 
the treasury department to the taxpayer the burden of proof as to 
the reasonableness of the annual depreciation deduction. 

(2) The 1934 Revenue Act makes one important change, namely, 
the net loss from the sales of capital assets which is in excess of 
$2,000 is not deductible from income although a corresponding 
profit is taxable income. 

(3) Mimeograph 4170 sets forth the form in which the property 
accounts and related depreciation reserves are to be summarized so 
as to enable the Bureau to reaudit these accounts for prior years. 

(4) The ratio of the depreciation reserve to the asset account will 
be used by the Bureau as a test of excessive depreciation. 

(5) The only credits to the asset account will arise from assets 
retired from service and scrapped. The entire cost of such assets 
is to be charged against the depreciation reserve so that there will 
be no loss arising from such retirements. 

(6) The various problems to be dealt with currently require more 
detailed and more accurate records as to cost of fixed assets and their 
estimated service lives. 

CHAIRMAN WALSH: We are reverting to fundamentals in 
more than one way. We are going to have discussion after each 
paper, superseding the method followed last year of waiting until 
the end of the sessions. Because of our limited time we must, of 
necessity, limit questions. However, Professor Himmelblau will be 
glad to answer any questions you may have to ask. 

EDDIS JOHNSON {Chief Accountant, Kellogg Switchboard & 
Supply Co., Chicago, III.) : The treasury department in another 
place says that it is not necessary to have a great volume of detailed 
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records for your plant assets, but T. D. 4422 says, “The burden of 
proof will rest upon the taxpayer to sustain the deduction claimed.’’ 
Do not those statements seem to be contradictory ? 

PROFESSOR HIMMELBLAU : They do not contradict. It 
says you do not have to keep detailed records, but if you do not and 
the information is needed, you are out of luck because you have the 
burden of proof. 

J. ROSS SMITH {General Factory Accountant, Western Electric 
Co , New York, N, F.) : I understood the speaker to say that the 
agents do not like depreciation based on plant activity. But in T. D. 
4422, in the last two lines of the first section quoted, is the statement : 
“The apportionment must be reasonable and must have due regard 
to operating conditions during the taxable year.” 

Now the straight-line method usually apportions the depreciation 
in equal sums over the life of the plant. During the depression some 
plants have operated as low as twenty per cent of normal, possibly 
lower. Do I understand the speaker to infer, then, that a condition 
of that kind should not be recognized in determining the amount of 
depreciation which should be charged off each year? 

PROFESSOR HIMMELBLAU: No, I was trying to distin- 
guish between what the official regulations call for and what the 
agents in practice are doing. An agent in practice does not always 
hold himself within the official regulations if he does not like them. 

Taking the depression years, if your plant was not in use at all 
you may not have charged off an 3 rthing because there was no activity. 
There is nothing to prevent an agent from reverting to the straight- 
line method and, under the allowable concept, asserting that if you 
had claimed a certain amount of depreciation, on the year-life basis, 
it would have been allowed. Therefore, he proposes to include under 
the heading of “allowable” depreciation the difference between the 
amount of depreciation on the year-life basis and the amount on the 
activity basis. Then you have a fight on your hands. 

MR. SMITH : May I ask another question? In your opinion, do 
you believe that industry is justified in varying the rates of depreci- 
ation based upon activity? 

PROFESSOR HIMMELBLAU: I have been preaching that for 
twenty years. 
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MAURICE E. PELOUBET {Partner, Pogson, Peloubet & 
Co,, New York, N. Y.) : Where depreciation allowed for tax pur- 
poses is clearly inadequate, which naturally makes taxable income 
greater than corporate income, and where the company has sufficient 
cash to pay out all of its taxable income in dividends, what should 
the company do in its corporate accounts? Should it revert to the 
inadequate depreciation allowed for tax purposes, or should it show 
a deficit of surplus for the year ? I think there will be a great many 
companies in that position. 

PROFESSOR HIMMELBLAU: Well, the first question is 
whether or not the company has a surplus. If it has a surplus, it 
is a simple matter to charge against surplus the excess depreciation 
that should have been taken in prior years. That relieves the current 
year of such excess charges. If it has a deficit at the beginning of 
the year, it would be increased by the depreciation which should have 
been taken in prior years. 

The point I was discussing in my paper was merely the difference 
between the taxpayer and the agent as to what was a reasonable 
deduction for the current year. I did not attempt to go into those 
cases where both admit that more depreciation should have been 
taken in the past years. 

MR. PELOUBET: Sorry, but I do not think that answers the 
question. My point is this : Your allowed depreciation for tax pur- 
poses is plainly inadequate; that is, the company knows that their 
tax depreciation is incorrect, and they know they must write off more 
for corporate purposes than they are allowed for tax purposes. Now 
that being the case, and the company having enough cash to be able 
to pay out all of their taxable income which is in excess of their 
corporate income in dividends, you then have the position of paying 
out, we will say, $150,000 in dividends and showing the corporate 
income of $125,000. 

Now what I say is, should the corporation show a reduction in 
surplus for that year? It is not a question of applying it to years; 
we know that the tax depreciation is inadequate, we know the cor- 
porate depreciation is substantially right, and we pay out all of our 
taxable income in dividends. 

Is it better for the company to revert to the admittedly inadequate 
tax depreciation in their accounts, or should they show that their 
surplus has been depleted by paying out the dividends they are forced 
to pay out under the present Act? 
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PROFESSOR HIMMELBLAU : At the beginning of the dis- 
cussion I called attention to the difference between the depreciation 
deductible under tax laws and depreciation arrived at by usual ac- 
counting methods. In accordance with that demarcation, we would 
ignore entirely the depreciation deductible for tax purposes, and 
account for net earnings for the year in the way we believe it should 
be done. The two are entirely separate and distinct. There have 
been any number of cases where for tax purposes you have little or 
no depreciation because of the manner in which the corporation has 
been reorganized and securities sold. Under its contracts there 
must be a substantial deduction from net earnings. There is no 
option in such a case but to deduct the necessary amount for depre- 
ciation. 

E. H. SCHULTZ (Assistant Controller, Carnation Co,, Ocono- 
nwwoc, Wis.) : Under the new tax law, if it should be necessary to 
dissolve some subsidiaries, if one of these subsidiaries has a deficit, 
what will be the basis for the depreciation of the capital assets taken 
over by the parent company? 

PROFESSOR HIMMELBLAU: In what year is the company 
to be dissolved? 

MR. SCHULTZ: 1936. 

PROFESSOR HIMMELBLAU: In 1936, there is no profit or 
loss, so the receiving company takes the assets at the same basis 
they had in the hands of the dissolving company. It was different 
in prior years. 

MR. SCHULTZ: Is it necessary to add the deficit to the cost 
of the investment on the parent company’s books? 

PROFESSOR HIMMELBLAU: So far as depreciable assets 
are concerned, which is our sole problem, the parent company re- 
ceiving those assets takes them over on exactly the same basis that 
they had in the hands of the preceding company — no more and no 
less. 

EMORY A. AUSTIN (Auditor, Hammermill Paper Co,, Erie, 
Pa.) : I would like to ask if the subject of the unitary method of 
computing depreciation is going to be covered in one of the later 
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papers. Professor Himmelblau, I believe, has covered the so-called 
composite method of figuring depreciation. 

CHAIRMAN WALSH: The answer is that reference may be 
made to the unit method, but how specific it will be we shall have to 
wait to see. The final paper of the morning is a specific treatment 
of the unit method of depreciation in detail. 

MR. AUSTIN : I would like to make this observation, that in the 
case of losses on retirements, Professor Himmelblau has inferred 
that no such loss would be allowed, except up to $2,000 in case of 
sales. Now, under the composite-rate method, the loss would not 
be deductible, whereas under the unitary method, losses are allowable 
provided, I understand, that the record shows the loss and that the 
rate of depreciation covers the longest-life asset In the case of the 
unitary method, there being one asset or one item in the class, nat- 
urally it would be the longest-life asset Is that your understanding. 
Professor Himmelblau? 

CHAIRMAN WALSH : I am going to restate the question. Mr. 
Austin raised the point that under the use of a composite rate the loss 
from the sale of a specific asset would not be deductible, whereas, 
on the contrary, under the practice of depreciating each unit, you 
may take the loss. Mr. Austin was questioning Professor Himmel- 
blau’s statement that the loss could not be deducted. 

I think there is some question about the $2,000 maximum that 
Professor Himmelblau referred to. 

PROFESSOR HIMMELBLAU: There is a $2,000 limitation 
on losses; that is your maximum, no matter how you get it. Now 
if you should happen to have gains from other items, then of course 
you could offset the losses against these gains. I am considering 
the common situation where the losses exceed the gains. No matter 
how you figure, you cannot have more than $2,000 loss. 

MR. AUSTIN : I think the limitation of the loss on capital assets 
to $2,000 refers to those assets which are sold or exchanged only, 
whereas we may have losses on assets which are retired or otherwise 
abandoned or scrapped. In any case, under the composite rate, as I 
understand it, that loss is chargeable to the Reserve for Depreciation 
and Obsolescence, whereas on the unitary method, I believe, it is 
possible to take those losses in the year in which they occur as addi- 
tional depreciation or obsolescence. 
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PROFESSOR HIMMELBLAU : Yes, you are correct on that 
You are speaking of another point. The type of loss you refer to 
does not arise from a sale but merely from the scrapping of an asset. 
Where an item that is identified is retired from service, by transfer 
to the scrap pile instead of being sold, that loss becomes obsolescence 
and would be deductible as obsolescence in the year it is scrapped. 
I mentioned at the very end of the paper that if the amount of 
depreciation not taken currently, year by year, should become serious, 
it will be necessary to keep far more detailed records as to plant 
depreciation, so that you would have practically an itemized account- 
ing for all fixed assets. That is rather expensive for many people. 

CHAIRMAN WALSH : I would like to continue this discussion 
but time will not permit. 

In discussing the subject of capital assets and depreciation, we felt 
that our discussion would not be complete without having the com- 
ments of an engineer. As we all know, the subject of capital assets 
and depreciation is closely allied with engineering practice and pro- 
cedure, so we have been fortunate this morning in securing an engi- 
neer who has had a diversified experience in the field of capital assets 
and depreciation. He is going to present the problem from an 
engineer's view. 

The speaker is a Graduate Civil Engineer of the Worcester Poly- 
technic Institute, and has had a number of years' actual experience 
in the field. It gives me pleasure to introduce Mr. Archibald Hos- 
sack, Vice President of The American Appraisal Company. Mr. 
Hossack. 

ACCOUNTING PROCEDURES FOR CAPITAL ASSETS 
AND DEPRECIATION 

A. B. Hossack 

Vice President, The American Appraisal Company, 

New York, N. Y. 

I T is a privilege to have the opportunity of addressing your national 
meeting. I have had the pleasure of addressing a number of your 
local chapters, including your outpost at Honolulu. The interest 
of your members and attendance attained should be an inspiration 
to your national officers. 

When I received the invitation to address your group on the sub- 
ject assigned, I wondered a little, and even considered suggesting a 
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change in the subject, until I found that the advance printing was 
already done. It is quite obvious that the subject was selected before 
the speaker. The part of the subject that caused me some concern, 
was the designation “Accounting Procedures.’' 

In order that there may be no failure to disclose any material fact 
and thus bring charges or disrepute to the appraisal or engineering 
professions, to which I belong, I want to state that I had nothing 
to do with the selection of the subject, or your selection of the 
speaker; that I am an engineer and appraiser, not an accountant; 
that the firm with which I am connected, does no accounting work ; 
that accordingly, I do not come here to advise or even suggest “ac- 
counting procedures.” 

From the invitation of Director Walsh, I, however, gained the 
general idea that regardless of the subject, you were apparently 
interested in the control of the capital assets and the determination 
of the depreciation in respect to such assets. This prompted me 
to accept the assignment. 

It is my belief that the proper control of capital assets and their 
depreciation involves more than accounting procedures, and contact 
with many of your accounting firms over a period of years, leads 
me to believe that the accounting profession and cost men are in- 
creasingly aware of this fact. It is these other phases wl^ich can and 
should be tied in and reconciled with your accounting procedures 
regarding which I am going to talk. 

Need and Importance of Control Illustrated 

The necessity and importance of the proper control of the capital 
assets and the resulting charges for the use of such assets can be 
readily demonstrated from practically any balance sheet and operat- 
ing statement. For the purpose of demonstrating the importance of 
this matter I have selected ten companies and have made certain 
tabulations from the published balance sheets and operating state- 
ments. These companies were not selected because of any abnor- 
mality or due to any belief or suspicion that necessarily their prop- 
erty accounts are not under control, or their charges not properly 
computed. The selection was made so as to obtain information from 
available published data over a period of time, both during the busi- 
ness depression as well as prior thereto, for different types of 
industries. The tabulation on page 23 illustrates the points. If you 
will refer to this tabulation of the ten companies, you will find that 
they represent some diversity in type of plants. 
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Information Provided in Tabulation 

The first thing that I would like to direct your attention to on this 
tabulation, is the information summarized from the balance sheets. 
You will note on the tabulation that the total assets have been shown 
for each company, also the gross and the net property accounts, the 
difference between the gross and net being the reserves already 
charged off. You will note from this tabulation, that the tabulation 
on the upper half of the sheet is for the five-year period prior to 
the depression embracing the years 1925 to 1929. All of the figures 
on this tabulation are the average figures for the respective periods 

The ratio of the net property account to the gross property ac- 
count shown is not particularly mfonnative, due to the fact that the 
property account covers a wide diversity of pi'operty, some of which 
is not subject to depreciation and some of it subject to depletion. 
The figure has been shown just for comparative purposes. 

It is interesting to me to note the change in the relative gross and 
net figures in the two periods, and also to note the small fluctuation 
in some of the companies and the large change in the two periods in 
other of the companies. The change in the average for the ten 
companies was a decrease in the ratio of net to gross of approxi- 
mately eight per cent during the two periods. You will note that 
the net to gross varies from approximately fifty per cent up to over 
eighty per cent. 

The Ratio of Capital Assets to Total Assets 

The real part on the balance sheet comparison that I want to 
call to your attention, however, is the importance of the capital 
asset account in relation to the total assets. Some of the companies 
carry the gross capital assets on the asset side of the balance sheet, 
but most of them carry the net property account, so for purposes of 
comparison, I have compared the net property account with the total 
assets including the property account. 

You will note from this, possibly with some surprise, if you have 
not previously made such a comparison, that the average for the ten 
companies selected in both of the periods, indicates that the capital 
assets are approximately half of the total assets owned by the re- 
spective companies. Please understand that these total assets have 
not been reduced for any outstanding obligations or for any reserves 
other than the reserves applicable to the capital assets. If net worth 
were considered, the ratio of the capital assets would be somewhat 
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higher. I would also call your attention to the fact that there is con- 
siderable fluctuation, but the lowest of the averages of any one of the 
ten companies, was approximately thirty per cent, whereas the ratio 
on one of the steel companies, averaged seventy-five per cent If 
these ten companies are representative of the general industrial com- 
panies, as I believe they may well be, then when we are talking of the 
control of the capital asset account, we are talking of the control of 
more than fifty per cent of the total assets owned by the companies. 
I think that this illustrates rather concretely to you the importance 
of the subject. 

Again referring to the tabulation, your attention is called to the 
fact that from the published operating statements, there has been 
compiled for each period, three figures: (1) the total annual depre- 
ciation and depletion charge; (2) the total average annual sales; and 
(3) the total net income, which net income is after depreciation and 
depletion. 

Annual Depreciation to Gross Asset Values 

From these statements have been computed certain ratios which 
are believed pertinent in indicating the relative importance of the 
depreciation and depletion charges arising from the use of the capital 
assets in the business. The first comparison made, you will note, is 
a comparison of the depreciation and depletion charge to the gross 
capital assets account. In the earliest period, that is, during the 
period prior to the present depression, you will note the depreciation 
and depletion ranges from 1.6% per year to 9.1%, with an average 
for the ten companies of 5.4%. These averages, again, are the 
averages of the ratios and not of the dollars figures, so as to avoid 
undue distortion. 

During the depression, the average annual depreciation and de- 
pletion ranged, you will note, from 1.7% to 6.8%, with an average 
for the ten companies of 4.5%. It is necessary, of course, again to 
realize that the depreciation and depletion provision is not truly com- 
parable with the gross capital assets, due to the inclusion of certain 
property that is not subject to depreciation or depletion, but I think 
it does serve, by this comparison, to illustrate the wide fluctuation in 
different companies, of the depreciation and depletion policy as 
shown by the published reports. 

Annual Depreciation to Annual Sales 

The next point I desire to call attention to, is the comparison of 
depreciation and depletion to the average annual sales. During the 
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good business period prior to the depression, the depreciation and 
depletion charge ranged from 1% to 6.6% of the total sales, with an 
average for the ten companies of 3.1%. For the average of the six 
years during the depression, the depreciation and depletion charge 
in comparison with sales, ranged from 1.1% to 10.5%, with an 
average for the ten companies of 5.6%. In other words, the depre- 
ciation and depletion for the ten companies averaged 3^ per dollar 
of sales during the period of good business, and nearly 6$S per 
dollar of sales during the depression period, and the individual com- 
panies ranged from l^f per dollar of sales to something over lO^S per 
dollar of sales. I believe that these figures will illustrate concretely 
to you, the importance of the depreciation and depletion charges 
as an element of cost to most concerns. 

Annual Depreciation to Net Income 

The next point is a comparison of the annual average deprecia- 
tion charges and the net income, which net income is after depre- 
ciation has been deducted. You will note during the profitable period 
of good operations, that the range of the depreciation to net income 
ratios was from a low of 11.1% to a high of 96 7%, with an aver- 
age for the ten companies of 48 1%. During the depression period, 
four of the ten companies had an average loss for the period, so 
that a comparison could not be made, but for the remaining six 
companies, the depreciation and depletion ranged from 35.5% to 
265% of net income, with an average of 132%. 

In other words, the average for the ten companies in the period 
of good business, and presumably good profits before the depres- 
sion, indicated that depreciation and depletion amounted to nearly 
half of the amount available as net income, and during the depression 
period the depreciation and depletion was substantially more than 
the profits available after depreciation and depletion. To put the 
figures in another way, during the period of profitable business the 
provision for depreciation and depletion took nearly one-third of the 
earnings before such charges, and during the depression period, took 
substantially more than half of the income before depreciation 
provisions. 

I submit that where the depreciation is such a large factor in 
comparison with earnings after depreciation, that it is extremely 
important for the management and for the stockholders that depre- 
ciation be under proper control. If the depreciation is understated, 
it is entirely possible that dividends may be in part paid out of surplus 
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or capital instead of current earnings as may be intended. On the 
other hand, earnings may be understated to the possible disadvantage 
of the management or the stockholders, if more is provided than re- 
quired by the useful life of the assets The larger the extent of the 
capital assets in relation to the total assets and the greater the 
depreciation charge in comparison with the other charges, the more 
important is the proper control of the asset accounts and the charges 
resulting therefrom. 

Lax Depreciation Accounting Has Prevailed in Past 

It is my opinion that the proper control of the plant account and its 
charges is today as important from the standpoint of management, 
stockholders and federal and state regulating requirements as for 
tax requirements. There has probably in the past been more juggling 
or adjusting of the property accounts and their charges to meet 
matters of expediency than on any of the other property accounts. 
Such practices are still going on but to a lesser degree than formerly, 
due to various factors. Some of you may discount this statement, 
but I have seen more than one accountant express amazement at the 
property facts when properly set before them. 

I have seen hundreds of thousands of dollars on the property 
accounts where the assets were no longer in existence. I have seen 
plant accounts supported by very detailed item records of costs com- 
piled with the most meticulous care, where there had never been a 
serious attempt to determine whether the property was still in exist- 
ence or not. I have seen property accounts maintained at a constant 
figure year after year, regardless of additions or retirements. I 
have seen depreciation charges arbitrarily increased or decreased, 
depending upon whether profits were large or small. 

So much for the importance of the problem which we are dis- 
cussing. 

Appraisal Service and Plant Asset Accounting 

There has been some disposition on the part of cost men and ac- 
countants to oppose any appraisal service in connection with plant 
accounts or capital assets. I think that the opposition may be as 
much the responsibility of the appraisers as the lack of appreciation 
of the service that the appraisers could be in the proper control of the 
capital assets. Let us look for a minute at just what the problem is. 
In the first place, let me say that I am not now concerned with re- 
placement or current appraisal values. We are discussing the ac- 
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counting procedures for capital assets. Current values may have 
their proper place on the property account of certain companies, but 
I am limiting my discussion today to the control of the capital assets 
on the basis of the book accounts. 

Why Do Book Figures so Seldom Agree with Assets in Use^ 

Primarily, the capital assets as recorded on the books, whatever 
the basis of value, should, in my opinion, agree with the assets 
actually in existence, and used or useful to the business. I do not 
think that there is a man here that would disagree with that premise. 
In other words, the property accounts should record the cost or 
other basis of the property which they purport to control. There 
are too many companies where there is absolutely no attempt made 
to in any way verify, year after year, as to whether there is any rela- 
tionship between the actual property and the accounts. Usually, 
plant accounts are the result of capitalizing of expenditures based 
on an audit or examination of the bills and purchases. No verifica- 
tion that the property was actually installed, or is in use, is made. 
No check is made as to whether additional assets were acquired or 
additional expenditures made over and above the invoices earmarked 
as capital. Too often there is no adequate report made to the ac- 
counting department as to retirements, or if made, the accounting 
department cannot find the original costs in order to properly elimi- 
nate same from the accounts. 

I have seen hundreds of concerns eliminate from the costs and 
reserves, all property that was fully reserved at the average rates 
used. For instance, if a ten per cent rate was used, the cost of all 
property is fully reserved and eliminated from the accounts, if 
acquired more than ten years previously. It would certainly be a 
miracle if an inventory of the assets happened to agree with the books 
in such a case. If selling prices are based on costs including depre- 
ciation, it would also be a coincidence if the costs were correct. 

Requirements for Adequate Control 

In order to have an adequate control of the costs on the books, it 
is necessary that there be some form of adequate description to indi- 
cate what particular unit was acquired for certain dollars of expendi- 
ture. The second requirement is that there be some method adopted 
for a periodical check or verification of the continuing existence and 
use of the property. 
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Average Depreciation Rates 

Regarding depreciation, the common practice in the past, and still 
advocated by many accountants and cost men, was to adopt an aver- 
age rate of depreciation. In the old days, the average rate was quite 
often applied to the entire property account, although sometimes the 
land was taken out. As the income tax requirements concentrated 
attention on depreciation, there was an attempt to further segregate 
or break down the cost to such groups as buildings, machinery, auto- 
mobiles, office furniture and fixtures and certain special groups such 
as patterns, tools, etc. An average rate was applied to each of these 
groups and the average was determined, usually without any real 
attempt to ascertain the proper useful life of the property, operating 
conditions, or without any definite instructions as to how expendi- 
tures in the future for maintenance, repair or replacement of the 
property were to be handled. 

The usual practice was to fix a rate, depending upon the wishes of 
the management or what some other concern in the industry might 
have been using. For instance, buildings, if they happen to be brick 
or concrete, might be depreciated at two per cent per year, including 
not only permanent construction but also building equipment such 
as plumbing, heating, building elevators and similar costs capitalized 
in the building account. If, twenty years after the building was 
erected, some alteration or improvement expenditures were made 
which would not extend the useful life of the building, they would 
still be capitalized in the building account and depreciated at two per 
cent per year. For machinery and equipment, the usual practice 
seemed to be to select some figures that looked easy, such as five, ten, 
or twenty per cent. 

Average Rates as Usmlly Computed Not Satisfactory 

Personally, it is my opinion that the commonly adopted method of 
average rate computations for depreciation is not satisfactory for 
plant asset control purposes. This opinion is not due to the fact 
that proper accounts cannot be maintained with average rate com- 
putations, for they can, providing the average rates are properly 
determined. With relatively few exceptions, however, there has 
been little attempt to determine proper averages. Among the excep- 
tions, I would specifically mention the utility companies. The utility 
companies have made very careful studies of life expectancies, and 
the amount of maintenance and replacements and have compiled prop- 
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erty weighted lives in order to determine and support proper aver- 
ages. For the average manufacturing concern, this has not been 
done. A manufacturing plant is made up of many kinds and types 
of property with a wide range of useful life expectancies. It is rare 
that all of the equipment will wear out or be repaired at the same 
time. 

Irrespective of any factors of obsolescence, there is only one way 
that I Imow to intelligently arrive at an average rate. That is to con- 
sider at least all of the major equipment; to consider its proper use- 
ful life after allowing for the methods to be followed in handling 
maintenance and repair charges, and then to weight out an average 
rate based upon the investment and the estimated life determined. 
If this policy is pursued, I take no issue on the use of average rates. 
If the average is properly determined and the property is utilized 
for approximately its normal life, the cost will be recovered by this 
method. 

Average Rate Must Be Changed as Netv Assets Added 

However, I do call to your attention that the average industrial 
property is constantly changing. New property is being added, exist- 
ing property is being retired due to special obsolescence, changes in 
production requirements or similar factors, and accordingly, if an 
average rate is being used, you must constantly adjust or check the 
average in accordance with the changes in the assets. 

To illustrate this by a specific example, I would cite an investiga- 
tion recently made of a rather large plant, involving a machinery and 
equipment account of several millions. The average life of the ma- 
chinery and equipment in accord with the inventory of property some 
five years ago showed an average weighted life of about thirty years. 
Their additions for a five-year period were also available and, based 
upon individual consideration of the life of various units, we found 
that the average life of the additions made in one of the years was a 
trifle less than eight years. This was the shortest average life on 
the additions in any one of the five years. Another year the addi- 
tions showed an average expectancy of useful life of an average of 
eighteen years. This was considerable of a spread and has a con- 
siderable effect on the average rate that should apply to the assets 
in existence five years subsequent to the original date. The products 
had not changed but the company had installed different types of 
machines having a materially different useful life. 

Where an average rate is used, it is necessary to constantly check 
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and change the average rate if the property being acquired from 
year to year has an average life at variance with prior existing prop- 
erty. In my experience, most concerns make no attempt, once having 
established an average rate, to make such check or correction and, 
accordingly, the depreciation reserve gradually becomes out of 
control. 

Handling Retirements Under Average Rate 

There is another objection to the use of average rates, that is the 
handling of retirements. With average rate computations, the pre- 
sumption is that the item upon retirement has been fully reserved 
and should be eliminated at its cost from both the gross property 
account and the reserve, with no loss in connection with the retire- 
ment. A question to be determined at the time of retirement is, 
“Has the property lasted its normal life?” If you have the record of 
your original estimate for the . particular unit, you can determine 
this fact and can make any required adjustment, but, if you do not 
have your calculation of the averages, you have no means of knowing 
whether the item has lasted its normal life and whether there is any 
adjustment that should be made to the profit and loss in connection 
with the retirement. 

It is wrong, in my judgment, to compute a profit and loss, when an 
average rate is used embracing property having varied expectancy of 
life, by applying the average rate to the individual items. Naturally, 
the property having the shortest life in making up the average, comes 
out first and, if the average is properly determined, it is fully reserved. 
In order to maintain a proper control of plant assets, it is my belief 
that the only satisfactory way is to use an item control for most 
accounts, or at least a very limited group control. There are several 
reasons for this recommendation, but the principal one is that it is 
only by this method in most concerns that individual consideration 
will be given to the proper determination of depreciation. By taking 
each major unit and considering the proposed use in the department, 
the life of related equipment and the character of the particular 
assets, a reasonable estimate of probable useful life can be deter- 
mined, with a reasonable assurance that the depreciation will provide 
for retiring the item over its useful life. With such a system, it is 
also possible to adjust the life and depreciation charge when changing 
conditions either extend or shorten the probable life, either of one 
major unit or of the units in an entire department. 
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Cost of Item Control 

The principal objection that is offered to an item control is that it 
is too expensive and too much trouble. I disagree with this premise 
With a properly conceived record, an item control can be maintained 
with no more cost than the ordinary accounting methods Do not 
misconstrue this assertion To maintain any property record that 
will control the capital assets will involve more attention and some 
additional cost than most plants give to their capital assets, but, if 
you are recording your property so that its existence can be checked 
so that the cost of retirements can be determined and eliminated from 
the property accounts, then you can maintain this record on item 
control with individual depreciations just as economically as you can 
maintain the record under average rates. 

Forms for Item Control 

On pages 133, 134 and 135 are shown two sheets which are 
adaptable for item control. I would like to have you refer to the 
one on page 133 which is the detailed inventory record I am not 
going to discuss this in detail but you will note that this provides for 
the recording of the description and cost of a particular item of prop- 
erty. Provision is made to designate the account, department and 
location of the asset with proper provision for accounting reference. 
You will note at the bottom of the page, there is a provision for 
recording the cost, also spaces on the last line for showing the re- 
maining useful life and the year that the item would become fully 
depreciated. There is also a provision for recording on this sheet the 
annual depreciation provision. 

In maintaining an item control as property is acquired, and its 
existence checked, the data would be recorded on this sheet which 
becomes the permanent record of the asset. When the cost is re- 
corded, the useful life is estimated and the cost divided by the number 
of years of life and the annual provision inserted in the proper 
place. The year fully depreciated serves to assure that the item 
will not be depreciated more than its total cost. Once this record 
is made up, there is no posting to this detailed record except where 
there are additions or deductions, provision for which is made on the 
reverse side of the sheet (see page 134), or where there is change m 
location or a change in the probable life, in which case it would be 
necessary to change the annual provision. There *is no annual post- 
ing or computation to be made on this sheet. 
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Assei Control Sheet 

Now if you will refer to the control sheet, page 135, you will note 
that this provides for recording the information from the property 
ledger sheet. The date of acquisition with the page reference is pro- 
vided with a brief description of the item, its cost, depreciation re- 
serve and balance. Also, the sheet provides for recording the depreci- 
ation provision, providing debit, credit and balance columns and at 
the extreme right, the last year for depreciation. After recording 
the information on the detailed sheet which would be compiled from 
the original purchase order, or plant requisition, you would post the 
item to the control. In other words, in making the addition you 
would debit the cost and insert the periodic provision for depreci- 
ation, and also show the last year for depreciation. It is little more 
work to record this information on this control than to put it some- 
where else in some other ledger record. It is possibly a little more 
work to make out the detailed sheet, but once you make out the 
detailed sheet you do have a record that you can identify and can 
readily compute and determine the adjustments to be made when 
the property is retired. 

Accounting for Retirements Where Item Control Used 

Now, when you retire an item you have all of the information on 
the detailed sheet to make the computation. You have the cost, the 
date of acquisition, the amount of depreciation that has been figured 
each year, also changes, additions or deductions that have been made 
and recorded on the back of the sheet. You can then compute the 
amount of depreciation that has been taken and the amount of cost 
remaining undepreciated, and know what adjustment must be made 
to profit and loss after allowance for the amount received, if any. 
The retirement is posted on the control summary. The cost being 
credited to the plant account, the amount of depreciation deducted in 
past years is debited to the reserve and debit entry is made for the 
periodic provision, taking out of the provision column the amount 
of annual depreciation on the item. Each year or each period, if the 
accounting period is less than a year, you can immediately determine 
the amount of depreciation to be charged by adding the changes to 
the provision during the year. There is no computation to be made. 
You are dealing with dollars of depreciation each period and not a 
rate of depreciation. 

This kind of an item control property record will work. I have 
seen this or a similar record actually in operation in both large and 
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small companies for periods as far back as twenty years. I have seen 
many of them operating for the last ten or fifteen years and it does 
control the plant assets. 

Federal Taxes and Fixed Asset Control 

I would like to devote the remainder of my time to some discussion 
of the control of plant assets for federal tax purposes, I am not 
going into any discussion in detail of the now famous T. D. 4422. 
Most of you have found out, or are finding out, what this is. I think 
most concerns are finding that application of T. D. 4422 is accom- 
plishing what it set out to do ; namely, to decrease the deduction for 
depreciation and accordingly increase the taxable income. I recall 
the many assertions made when the discussion was first promulgated 
that depreciation rates were not too high, but it has been my obser- 
vation that most taxpayers have not been able to support their 
previous average rates and most of them are having a reduction in 
the rates made It has been somewhat of a continuing source of 
amazement to me to find so many concerns and so many accountants 
still trying to dodge the issue and make some compromise on average 
rates without any real attempt on their own part to ascertain the 
factual information. 

I am inclined to think that the present trend in corporation taxation 
is going to force a better accounting for capital assets. There is 
little question that some form of undistributed income tax will be 
made effective. In my judgment, this will make the proper deter- 
mination of depreciation even more important. It may prove rather 
expensive to have, some two years after the tax year, a deficiency 
asserted due to excessive depreciation originally claimed. The 
amount of earnings to be retained in surplus would probably have 
been determined on the assumption that earnings were correct, so 
that the depreciation if in part disallowed, would all be subject to 
the undistributed profits tax and might prove rather expensive for 
the lack of adequate proof of depreciation allowances. Whatever 
form corporation taxation may take, there is little likelihood that 
depreciation will not be a deduction in computing taxable income. 
Also, I believe that corporation taxes, for several years to come at 
least, are going to be at relatively high rates. Assuming as is prob- 
able, that future taxes will range for both state and federal at 
from twenty to twenty-five per cent of total income, I say it is 
rather important that all proper depreciation be taken at the time 
and on the assets to which it applies. 
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Basically, I do not disagree with the principles of 4422. They are 
perfectly sound. The facts should govern, and I believe from obser- 
vation, that the department is trying to get more facts and less 
argument. The cause of difficulties that most taxpayers are having is 
that for some reason they seem adverse to finding the facts. There 
seems to be a disposition to think that they can get more if they do 
not know the facts. 

CHAIRMAN WALSH: Are there any questions? 

J. ROSS SMITH : I understood the speaker to say that it is a 
relatively simple proposition to determine remaining service life. 

MR. HOSSACK: It is. 

MR. SMITH: I really believe that many of the accountants 
would like to know how it should be done. 

MR. HOSSACK: In the first place, it should be done by an 
examination of the property; going out and seeing it. It should be 
based upon life experience in other plants as well as checked by actual 
experience with the particular property. Study those available facts, 
and then use your best judgment. 

Do not misunderstand. I do not claim that there is any plan by 
which you can absolutely predetermine when every item of property 
is going out of use; but you can, by considering each of the items, 
determine much more correctly what is a proper rate and a proper 
remaining life, than you can if you guess at a whole plant account 
without any real weighting of life and costs of the particular 
property. 

If the average rate is properly determined, you must weight it 
out; you must estimate the individual lives. If you go to each unit, 
I think you will get a better result than you will by guessing at the 
whole account or plant. 

FRANCIS I. HEINEN {Auditor, Freeport JourncdStandard 
Publishing Co,, Freeport, III ,) : I believe that there is a tendency 
on the part of accountants to minimize the importance of scrap or 
residual value in computing the depreciation allowance or deduction. 

MR. HOSSACK: Personally, it has been my own experience over 
a good many years, that if the property is used its normal life, it 
would probably cost you more to get rid of it than the amount you 
will get for scrap. 
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Now when you retire a property prematurely, you may get salvage 
from it, you may get a secondhand price, but in most companies, if 
used for a normal life and if you keep track of what it will cost you, 
you will find it will cost you more to throw the item out than if you 
left it in the plant. 

MR. HEINEN : Then the tendency is quite sound, in your 
opinion ? 

MR. HOSSACK: Yes, that is correct. In certain things such as 
lead, for example, there is a large element of salvage. Where that is 
true, it should be recognized and depreciation based on the cost, less 
a reasonable salvage. 

CHAIRMAN WALSH : It seems a fallacy to introduce the next 
speaker because he is so well known to all of you. However, for the 
benefit of some who have not met him, I am happy to introduce John 
H. DeVitt, who is Assistant Auditor of the Hammermill Paper Com- 
pany, Erie, Pennsylvania. 

He has been with that company since 1922, first in the engineering 
and later in the accounting department. He is going to present to 
you the specific treatment of capital assets on the part of that com- 
pany. He is going to tell you how they have cut down expenses in 
keeping capital assets, and those of you who are interested in 
reducing expense of individual units should listen attentively. It 
gives me pleasure to introduce Mr. John DeVitt. 

ACCOUNTING PROCEDURE FOR CAPITAL ASSETS 
AND DEPRECIATION 

John H. DeVitt 

Assistant to the Auditor, Hammermill Paper Company, 

Erie, Pa. 

M y part in this program is to present a case study showing one 
method of recording property information. I am not going 
to discuss theory. I will confine myself to presenting what is one 
approach to the problem. I do not expect to outline a procedure that 
fits all conditions, nor do I expect that you will agree with my pres- 
entation in all the detail, but I do hope that the discussion will 
stimulate thought on a subject which I believe is both a major 
responsibility of the accountant and also an opportunity. 

Property records were practically legislated into existence by the 
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income tax statutes. That action by Congress created a new 
accounting philosophy with respect to fixed assets, which by itself 
focused attention on the properties. In addition, the ever-increasing 
mechanization of industry and its subsequent effect on costs, re- 
quired that even more intelligent attention be given to establishing 
and developing adequate property records. As a result, we have 
seen plant ledgers develop from a single ambiguous page in the 
general ledger to complete systems which provide valuable property 
information in considerable detail. 

A Problem of Handling Details 

Any system, regardless of whether it is handwritten, machine 
posted, or comprised of punched cards has incorporated in it certain 
basic common fundamentals. The amount of information, the 
method of arrangement, the supplementary uses of the records 
are all determined by the peculiar needs of each business. But you 
can be very sure of this : any property system presents a problem in 
handling detail. It's a paradoxical situation. To obtain the facts, 
the detail must be available, but if there is so much detail that it 
cannot be handled economically, the system collapses of its own 
weight. 

We feel that the problem of detail has been solved through the 
use of punched card records and our system is set up on that basis. 
I do not mean to imply that the results come only through the use 
of punched cards. Any part or all of the data is obtainable through 
handwritten or machine-posted records. The principles are the 
same regardless of method. We have just applied the principles to 
machine accounting operation, so as to obtain benefits inherent in 
machine accounting procedures. 

As I mentioned, our plant ledger is set up on punched cards. 
Notice that I am careful to avoid making remarks about any par- 
ticular type of machine. I do not care to discuss the merits of the 
machines manufactured by the different companies. I leave that mys- 
tifying subject to the sales representatives and their confused 
customers. 

The Exception Principle 

I will not outline the machine operation except to remind you 
that one of the fundamental principles of tabulation is this: Once 
the data is punched in the card there is an indelible, accurate record 
from which information may be obtained in practically any form or 
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type of presentation required. As we proceed further, you will see 
that we have utilized this feature in many ways. 

It must be kept in mind that the entire procedure is based on the 
exception principle. We try to foresee what may be required, but we 
make no effort to periodically accumulate all the data which is avail- 
able, except for certain broad phases of the problem But the sys- 
tem must have and does have the inherent capacity to furnish any 
information that may be required at any time. 

The Starting Point 

Obviously there must be a starting point. In our case it was a 
departmentalized unit appraisal. As a result we had compiled the 
value of each building and also the value of its equipment, such as 
lighting, heating, plumbing, etc. We had the detailed values of the 
roofs, floors and foundations which were a part of the building 
structure. 

Then, on the basis of the square feet of occupancy, we allocated 
the value of the building to costing centers and established the depre- 
ciation burden. By use of this appraisal we had the value of each 
machine unit in the plant broken down to the appurtenances which 
were a part of the machine These included such items as motors, 
wiring, safety guards and piping. 

We knew in which costing centers the machine and its appurte- 
nances belonged and we knew in which building the equipment was 
located. We had the sound value, we could estimate the remaining 
years of life, and we had advice and data on depreciation rates. With 
such a splendid start we could not afford to fumble the ball, and it 
was definitely up to us to plan and to install a record with which 
to perpetuate the information we had. In addition, the system had 
to be sufficiently flexible to be adapted to unforeseen conditions, and 
it had to be arranged so that we would be in a position to make 
intelligent answers to questions that might arise in the future. 

Above all, it had to be simple, it had to be accurate, and it had to 
tie into the general books. The last point is most important. If the 
detailed plant ledger is not in agreement with the control accounts 
on the general ledger, you have a monument to wasted accounting 
effort. 

The Control Plan 

The first step in establishing the control was to create ten general 
ledger accounts which would keep separate the larger classifications 
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of property. This setup permitted us to localize any error that 
might develop in the detail. These accounts included buildings, 
machinery and equipment, tools and mill fixtures, office furniture 
and fixtures, and office devices. 

Then each general ledger classification was broken down into 
groups of common equipment. We coined a title for these break- 
downs and called them ‘‘Asset Account Classifications.’^ For ex- 
ample, the general ledger building account had behind it supple- 
mentary account classifications which included plumbing, heating, 
lighting, main structure floors, and fire protection. The machinery 
and equipment asset account classifications included steam engines, 
motors, gear reduction units, motor wiring, safety guards, founda- 
tions and piping. 

Code Numbers for Identification 

Most of this t3rpe of equipment was in common use in very nearly 
all departments of the plant, and in a majority of cases these items 
were appurtenances to some major machine unit. To incorporate 
this information on the record it was necessary to create a simple, 
three-place code. For example, building lighting was 106. The 
first figure in the code identified the asset account classification as a 
building general ledger control, and the last two figures identified 
the breakdown. 

In the machinery and equipment account, code 230 was motors. 
Again the first figure identified the account classification as a ma- 
chinery and equipment general ledger control, and the last two 
figures identified the breakdown. By sorting and controlling the 
cards by the first figure in the asset account classification code, we 
were able to tie in the detail record with the general ledger. 

Combining the Equipment and Operating Codes 

Then, to allocate depreciation and have the means of identifying 
the equipment, it was necessary to create a combined operating and 
equipment code. And speaking parenthetically, when I say identify, 
I mean identify. In a plant of any size there is usually such a con- 
glomeration of equipment that unless the property record really has 
the ability to identify and locate the equipment, you may as well 
toss the record out the window. We developed a simple, six-place 
operating and equipment code arranged in process order which fitted 
into the cost and budget system, and also located the various items 
of equipment in the plant. 
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In this code the first figure identifies the manufacturing division, 
such as paper mill, sulphite mill, finishing, power, etc. The second 
figure represents the department within the division. The next two 
figures identify the costing center within the department and the 
last two figures identify the machine which is located within the 
costing center. 

Use of Code Numbers 

To make the point a little clearer, let me give you this example. 
On our records, 2S-0S-12 is a machine in the Paper Mill Division, 
Machining Department, No. S Paper Machine Costing Center, and 
it is a stock pump to the beater chest. In addition, it has some ap- 
purtenances which make it a complete operating unit. It has a 
motor, belting, foundations, safety guards, wiring, machine walkways 
and piping. Here is where the three-digit asset account classification 
code comes into the picture. You see that we are able to tie up the 
appurtenances which are a part of the unit with the equipment code 
itself. 

We then punched the building number into the card (Exhibit 
I, page 144) in columns 18 to 22, inclusive. This shows the main 
building, the annex, if any, and the floor. I think you will agree 
the identification is fairly complete, and that we have the mechanism 
to keep the detail record in agreement with the general ledger. 

Value of Codes 

Now just a word about codes. While codification of the accounts 
is a well-established principle in many plants, those companies which 
have never used it sometimes run up against the defense mechanism 
of those unaccustomed to codes. Don’t let that worry you. When 
we first started codifying, quite a number of years bade, there was 
weeping and wailing and gnashing of teeth throughout most of the 
operating departments. It was loudly contended that people would 
never learn the codes; they would result in confusion, and the 
whole idea was just a crackpot accountant’s scheme. We spent a 
small amount of money in stenciling the equipment numbers on the 
machines, and in a relatively short space of time we got our money 
back in the time saved by the operating people in using the code 
instead of laboriously writing out the titles of the accounts. And in 
addition, and far more important, we eliminated a lot of misidenti- 
fication. 

I have attempted to outline the chronological background which 
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ttended the beginning of the system. I want to skip the intervening 
'ears and discuss the operation of the record as of today. To spend 
ny time on the interim period would simply be a recitation of refine- 
nents. Then, too, I am spared the pain of relating and remembering 
ome of the grief which was our lot during the formative period. 

^eed for and Desirability of Unitary Records 

We have what is generally termed a unitary record, which is set 
ip in considerable detail. Why? One reason is because manage- 
nent should look upon depreciation as a matter of fact, rather than 
expediency or blind guesswork. So we segregate the machinery as 
o type of equipment and type of service, take into account as nearly 
LS possible all the factors, including normal obsolescence, which permit 
L more accurate determination of the depreciation rate. Then depre- 
dation can be taken on individual items rather than on a composite- 
•ate basis. 

It certainly is obvious that machinery operating at high speeds 
inder severe load service should take a higher rate than equipment 
vhich is heavy, slow-moving and running under less severe condi- 
ions. Likewise, piping in corrosive service should have a higher 
-ate than piping handling pure water. 

Entirely aside from the tax angle, the question of good cost ac- 
:ounting comes into the picture In those industries where the prop- 
erties represent seventy-five to eighty-five per cent of the total assets, 
;he method of determining and allocating depreciation burden should 
receive major consideration by the management. 

Checking Depreciation Rates 

In setting the depreciation rates on individual machines, there are, 
of course, authorities you can consult. You can temper their findings 
with your own intimate knowledge of your plant conditions, and a 
rate can be established which takes into consideration all the known 
factors. But after that, there is the problem of verifying the rate 
in actual practice. Unfortunately there is no such thing as a static 
depreciation rate Therefore, the rate must be subjected to periodic 
check to establish its validity. 

One method of checking the rate is to review the eliminations. 
As removals occur in the plant the ledger cards covering these items 
are removed from the active file, proper accounting treatment made, 
and the cards transferred to an elimination file. Then as the years 
pass, we are able to take the elimination cards covering removals and 
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analyze them to see how close the original rate worked out in prac- 
tice. The cards carry the complete history of the machine, and we 
are able to make intelligent adjustments of the rates, if required. 
Because the records are punched cards we are able to utilize machin- 
ery in doing what would otherwise be a tedious task. (See Ex- 
hibit IL) 

Of course we cannot wait for five, ten or fifteen years to pass 
before we check the rates. By that time we might learn that we 
have given the plant away. So the plant accountant periodically 
checks the physical condition of certain doubtful classes of equipment 
against the accrued reserve, to see if the rate is too high or too low. 

Use of Punched Cards in Preventing Overaccrual 

When the property record is on a unitary basis, it is necessary to 
guard against the overaccrual of depreciation. That is handled as 
follows: the punching fields shown in columns 1 to 7, inclusive of 
Exhibit I, provide the mechanism for expiring dates. Let us assume 
that an asset is acquired in 1936, and has a five per cent rate. That 
asset will become fully depreciated in 1956, and a 6 would be punched 
in column 5. 

At the end of any year when the annual depreciation provision is 
being established, a selective sort on one of the columns in the field 
will pull out all the assets expiring in the year in question. So you 
see that it is impossible to overaccrue on the item. 

For example, a selective sort on sixes in column 3 will pull out all 
the assets expiring in 1936. Or a selective sort on sixes in column 4 
will pull out all the assets expiring in 1946, without disturbing the 
order of the cards in the file. 

Forecasting Asset Life Expectancy 

There is another advantage. With the expiring date punched in 
the card it is possible to make a long-range forecast of the life 
expectancy of the assets, either in total, by classes of equipment, 
departments or in any way required. This can also be used as a 
basis for long-term budgeting modified, of course, by estimates for 
removals and additions. 

Whenever property items which have not been physically removed 
from the plant or definitely abandoned become fully depreciated, the 
card is pulled from the file during the year in which the asset ex- 
pires, and an is punched in column 8. The depreciation pro- 
vision for the year is adjusted so that the reserve balances with the 
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total original cost of the item and the cards are returned to the 
active file. If and when the item is removed or abandoned from 
service, the card is pulled from the active file and the proper account- 
ing entries made. 

Using the “x’’ on the card and the class selector on the tabulator, 
these items can be eliminated from reports even though they are in 
the active file, without the necessity of extra handling or maintaining 
a separate file. Or, if desired, and using the same principle, all the 
cards in the file can be run through the tabulator and only the infor- 
mation relative to fully depreciated assets obtained. 

You will observe that the annual depreciation rate is punched in 
the card. We do this for two reasons. First, with the rate in the 
card, the amount of investment at the various rates can be established 
for tax analysis and rate study. Secondly, the process of calculating 
and verifying the annual depreciation on each item is simplified and 
clencal work reduced by using the features of punched-card equip- 
ment. 

Importance of Date of Acquisition 

One of the most important points to be incorporated into the plant 
ledger is, of course, the date of acquisition. I will bet all the tea in 
China that there are a lot of you wishing right now that the dates of 
acquisition were available for all of your properties. There would 
be less need for worrying about retrospective appraisals and rehears- 
ing of plaintive appeals to the Internal Revenue Department. 

Incidentally, it is not cheering to know that less attention will be 
given to oratory and theory by the department in the future. What 
they demand are facts. You will note that the card establishes the 
acquisition date, and by punching the date into the card we are in 
a position to take off data which is rather difficult to obtain with the 
more conventional types of records. For example, it is possible to 
establish a trend of investment in plant facilities by asset account 
classifications, cost centers, departments or divisions, from any start- 
ing point within the scope of the record. 

Suggested Method for Determining Monthly Depreciation Entries 

Some types of plant records require that depreciation allocations 
to costs be calculated and then posted on a property record, and an 
additional calculation be made to establish the accrued reserve and 
the sound value for the current year. Then the cards must be 
manually adjusted for retirements and additions. In those cases 
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where the depreciation provision is taken off the cards monthly, it 
means that this performance has to be duplicated eleven times during 
the year. I suggest an alternative procedure. 

The monthly depreciation charge for cost purposes can be made 
by tabulating the cards at the beginning of the year and the total 
annual charge obtained for each costing center. These figures should 
be adjusted by estimates of the effect that removals, additions and 
fully depreciated assets will have on the depreciation for the coming 
year. 

Then the amount obtained can be divided by the number of costing 
periods, usually twelve, and this information becomes the basis of a 
standard journal voucher which is put through the accounts each 
month. When the final treatment for removals and additions has 
been made, it is a simple matter to make an adjusting journal 
voucher to correct the provision for the entire year. 

In case you think that the method is not accurate enough, you will 
be interested to know that our depreciation estimate was within three 
hundred dollars of the final adjusted charge for the year 1935. I 
think, too, that it is a waste of time to figure depreciation in terms 
of dollars and cents. You will note that we express depreciation 
burden in terms of dollars only. It seems perfectly absurd to go 
to the extra clerical cost of calculating depreciation down to the 
nearest cent, when we consider that the provision extends over a 
considerable period of time, and that it is impossible to set up a rate 
which will expire the asset on the books at the exact time that the 
item becomes obsolete or is removed. Cutting off the cents cuts off 
extra work in balancing. 

When T. D. 4422 was issued, thereby causing extreme pain and 
anguish to those who thought that depreciation was only a fanciful 
term, the need for analyzing depreciation reserves was given addi- 
tional impetus. A punched-card record makes a sound value and 
reserve analysis a relatively easy task. There is nothing particu- 
larly new or original about the procedure. The first point is that 
the application of the exception principle eliminates the necessity of 
maintaining individual reserve calculations currently. 

Cost Factor Value 

If you refer to the card. Exhibit I, columns 65 to 72, inclusive, 
you will find a field called ''Cost Factor Value.” The sole purpose 
of that field is to establish the sound value of the asset or groups of 
assets at any time. Permit me to impress upon you that the cost 
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factor value is not a book figure, but is only a statistical starting 
point which has the effect of reducing the acquisition dates to a 
common denominator. 

It is first necessary to establish what is called a basic date, and in 
our case the basic date is December 31, 1931. This basic date is 
really a static point on which all future reserve and sound value 
calculations are based. When the date has been set — and it can be 
any date on or prior to the actual date of creating the record — ^the 
information punched in this field represents the book or sound value 
at that time. The difference between the cost and the book value 
is of course the amount credited to reserve for depreciation. 

As additions come into the plant subsequent to the basic date, 
there must be a calculation on each item. This permits the auto- 
matic calculation of the sound value at any time, whether it be for 
one item, asset account classification, costing center, division or entire 
plant. The operation consists of multiplying the annual depreciation 
in dollars by the number of years elapsed since the basic date and the 
date of acquiring the addition, adding this amount to the cost and 
punching the result in the cost factor field. This operation can be 
done manually or automatically with the multiplying punch. 

We do not do this work because we have nothing else to do. This 
phase of the property record fills a very definite need. Sound finan- 
cial management requires current knowledge with respect to the 
sound value and accrued reserves. If all the acquisition dates are 
available, this method offers a simplified approach to the problem 
of reallocating reserves. 

Anticipating Future Extraordinary Charges 

Sometimes a situation is created wherein an appropriation to cover 
the cost of new equipment to replace existing property would not 
reflect the amount of capital loss that is going to be sustained by the 
company through realized depreciation not covered by reserves. If 
the equipment is replaced and the original cost has not been entirely 
recovered through depreciation, there may be a charge to profit and 
loss or surplus, that will rock the management. 

If there is going to be a loss, it should be ascertained prior to a 
decision so that management can give proper evaluation to it in any 
plans that they may have. With the proper record this analysis can 
become routine. It will not hurt your reputation as an accounting 
executive if you act as a lookout and sound warnings of breakers 
ahead. 
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Exhibit IV illustrates a routine report which is made possible by 
having current information available with respect to the properties. 
I am not going to take the time to go into the mechanics of the opera- 
tion, as I think that Exhibit III clarifies the procedure, but I do 
want to emphasize the point that the accumulation of the data is a 
machine job which releases clerical time and effort. 

Again, time does not permit a detailed explanation of all the fields 
which appear on the card, nor do I think that it is necessary to go 
over them one by one, because most of them are self-explanatory. 
So I will skip over the more apparent points and concentrate on the 
highlights. 

Method of Adjusting Property Values 

I am not going to discuss the effect of asset revaluations, but 1 
will suggest a proven mechanical method of adjusting the original 
values. Let us assume that a company has reached a point where it 
is necessary to adjust the property values in line with current condi- 
tions It may be either way. You may wish to reduce the plant 
values and charge surplus, or you may wish to restore the values and 
create an appreciation surplus. 

Personally, I prefer to talk about reductions because write-ups 
seem to be in ill repute at the present. If one attempts to write up 
plant values in this somewhat hectic age, and particularly when con- 
sidering the federal securities legislation, he runs the risk of acquir- 
ing a number, a round haircut, and a semi-permanent residence in one 
of the exclusive state or federal stone mansions scattered about the 
country. 

Ordinarily, the property adjustment would require the services of 
an appraisal company to review the assets, determine the physical 
depreciation and establish the new reproductive values. With a 
detail property ledger, it is possible to segregate the asset account 
classifications and apply against them a per cent of reduction equal 
to the decline in the commodity price index of the particular product 
or type of equipment. The commodity prices could be obtained from 
an appraisal company, or possibly from the company records. 

This method also assumes that the physical depreciation of the 
asset requires no adjustment of the remaining years of life, or that 
you are in a position to solve this problem with your own staff. 
Using a multiplying punch, the tremendous task of adjusting each 
card for the new values, reserve, depreciation, cost factor value, etc.. 
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can be done in a minimum of time and with relatively little clerical 
expense. 

Plant Values for Insurance Purposes 

We are familiar with the necessity of plant values for insurance 
purposes. Conventional plant records usually require an additional 
record for insurance values. This is necessary because sometimes 
there are a multiplicity of costing centers located in one building, 
or, on the other hand, a costing center may have equipment scattered 
through several buildings. Insurance statistics are based on the value 
of an individual building and its contents. 

By examining the card form you will see that the location of each 
piece of equipment is identified by the building code or an identifying 
prefix which shows that the equipment is in the yard or located out- 
side the main plant. With this setup the cards can be sorted by 
building number, and the value of the building and its contents 
established. By using the cost factor value the book value can be 
introduced into the picture. So you see that we eliminate the neces- 
sity of maintaining a separate insurance record. (See Exhibit V.) 

The non-insurable items are automatically excluded in this man- 
ner. All items of property above ground, and therefore subject to 
fire hazard, have an ‘‘o” punched in column 10. Foundations, piping 
below ground, conduits, sewers, and other items having negligible 
fire risk have an “x^^ punched in column 10. By using the class 
selector on the tabulator the non-insurable items are automatically 
excluded without disturbing the order of the cards or making it 
necessary to do manual or machine sorting. 

In establishing a proof of loss after a fire, detailed records protect 
you against the loss of small items which might otherwise be over- 
looked. I think you will agree that the card contains all the necessary 
information on one record without losing advantages which might 
be supposed to accrue from individual departmentalized and insur- 
ance records. In fact, one purpose supplements the other, so that 
the punched card is really more desirable. 

Other Uses for Unitary Records 

I am not going to discuss the application of plant records to tax 
problems. The requirements of T.D. 4422 are generally well known 
to most accountants, and there has been so much presented and avail- 
able on the subject that I would only duplicate what has been offered. 
I do want, however, to make the general observation that I believe 
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that if unitary plant records were used in larger degree than at 
present, there would be less cause for tax squabbles. 

The plant record, in addition to controlling the dollars of property, 
has also paid dividends through what might be termed by-product 
uses. For example, it has helped in controlling maintenance costs. 
By applying the cost of maintenance against the value of individual 
machines and classes of equipment, a percentage relationship was 
established which indicated startling trends and pointed the way to 
beneficial changes in operating and purchasing policy. 

Attention was directed to the matter of idle plant, which resulted 
in more accurate costing and in some cases the liquidation and sale of 
unused machinery. Obsolete equipment was brought to light, and 
operating and maintenance charges reduced. One of the most im- 
portant things accomplished was a more intelligent understanding 
and a better attitude towards depreciation burden on the part of the 
operating people. 

Is Depreciation Non-Controllable^ 

Depreciation has often been referred to as a non-controllable ex- 
pense of department heads, foremen and superintendents. I can not 
entirely agree with this premise, although I admit that in some cases 
the matter of depreciation burden is out of the hands of the operat- 
ing people. But I do believe that a broader perspective and a more 
intelligent knowledge of depreciation costs on the part of superin- 
tendents and foremen can help to reduce and control this item. 

Some people have the naive idea that because the plant is composed 
of bricks, steel and machinery, fixed assets are things which are not 
subject to pilferage. Nothing could be further from the truth. 
There are innumerable items not nailed down which disappear in the 
course of time, and some of them unquestionably get out through 
the gates. The plant ledger should be and is a watchdog over prop- 
erty dollars which are likely to take wings and fly away if not 
properly guarded. The record permits a periodic verification of the 
existence of the item and occasionally proves the fallacy of the belief 
that once a machine gets into the plant it is permanently anchored 
there. 

Handling Detail for Current Additions 

There may be a question as to how the detail is handled for 
current additions. I refer you to Exhibits VI and VII. You will 
note that the total cost sheet is designed for accumulating the charges 
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through punched cards. When the project is completed the plant 
accountant analyzes the job, breaks it down into the property detail 
which is assembled on the completion report. The cards are written 
and punched from this record, and after verification and calculation 
go into the property file. Of course the current addition cards are 
balanced with the general ledger controls before they are placed in 
the active file. You might be interested to know that the detail record 
has never been out of balance with the general ledger at any time, 
nor has there been any necessity of making arbitrary adjusting 
entries. 

You see that back of the plant ledger card is the complete detail 
and record of the addition and its treatment in the accounts. The 
matter of having complete detail in regard to the addition is very 
important when establishing the original cost of items removed in 
subsequent years. 

Usually the ledger card is sufficient, but if not, we have the detail. 
If you do not have the information available, you must depend on 
engineering estimates. In spite of, or perhaps because of, the fact 
that I once worked on a drawing board, I must confess to a some- 
what cynical attitude towards the accuracy of this type of estimates. 

Cost of Keeping Plant Records 

Now finally, we get down to the cost of keeping the record. That 
is an important point in any system setup. In the first place, I do 
not believe that a plant record by itself justifies, generally speaking, 
a tabulating installation, unless there is considerable volume. Rather, 
I look upon the installation on machines as a sort of side line in the 
average plant. The work usually can be so scheduled and directed 
that it can be done in what would be the otherwise spare time of the 
operators and machines. That is not true in all instances, but where 
applicable it offers an opportunity to help liquidate the rental. 

In our plant we have one man on this work. He is a specialist and 
handles the entire routine with the exception of the punching and 
operating of the machines. The job requires only about sixty-five 
per cent of his time, and he is free for other duties. 

Summary of Results Obtainable 

Summarizing, the objective of a plant ledger is the control of 
property dollars and its related problems. The full accomplishment 
of that objective rests upon careful, detailed analyses of the prop- 
erties. These analyses in turn are predicated on factual, accurate 
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information which comes only through complete, comprehensive 
records which substitute facts for opinions. The effort required to 
handle detail suggests the aid of machine accounting as at least one 
approach to the problem. I feel that a property record installation on 
machines results in: 

1. Complete factual data being available in practically any form 

required. 

2. Accuracy. 

3. Speed. 

4. Confidence in the figures presented. 

5. Less effort. 

6. Low cost of operation. 

The accountant's responsibility with respect to accounting for fixed 
capital assets has long been recognized and well defined. That re- 
sponsibility has not diminished with the years, rather it has grown 
in stature and scope. If the accountant assumes that increased 
responsibility, and what is far more important welcomes and accepts 
the opportunity, he can readily create a more intelligent and active 
appreciation of the value of his work. 

In the past, management has relied in a great measure upon the 
accountant, and we can be very sure that it will continue in the 
future to look to him for new and additional contributions. Even so 
prosaic a subject as property accounting offers valuable potentialities. 

CHAIRMAN WALSH; We do not have much time for ques- 
tions — I notice you look rather hungry — but I think Mr. DeVitt will 
be glad to answer any you may have. 

J. A. PETRI CK (Cost Accountant^ Kellogg Switchboard & Sup- 
ply Co., Chicago, III.) : In looking over this job order completion 
record, I notice that you do not show any burden in your cost. Am 
I to assume that you would not include your burden as a part of the 
cost of the asset made in your plant ? 

MR. DeVITT : The burden is included in the labor rate of the 
employees who work on the job It does not show separately on the 
Job Order Completion report. 

. , . The meeting adjourned at twelve-twenty o’clock. . . . 
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PRESENT-DAY PROBLEMS IN 
INVENTORY VALUATION 
AND CONTROL 

PRESIDENT LOHNES : I would like to start this afternoon’s 
session by reading communications from two of my predecessors who 
I am sure have many friends in this audience: 

I regret that I shall be unable to attend the Seventeenth International 
Cost Conference as an emergency has arisen in our company and I can- 
not come to Cincinnati. A review of the program of the conference 
should convince anyone that you will have a splendid convention. 

Harry Buixis. 

Sincere wishes for another grand convention May it be the best 
the Association has ever held. The program is most attractive, and the 
technical sessions of timely subjects offer so much that anyone who 
cannot attend will miss something worthwhile. Extremely sorry that 
urgent matters make it impossible for me to be present Best r^;ards 
to my friends who I relish seeing on these occasions, and best wishes to 
all who have worked so diligently to keep the National Association of 
Cost Accountants in its present enviable position. 

Chris Finney. 

CHAIRMAN WALSH; We shall now resume the technical 
discussion. As I announced this morning, we are going to consider 
inventories this afternoon in various phases. All of us have more 
or less to do with inventories at some time or other, and perplexing 
problems in valuation and, in particular, control of inventories have 
always caused a good deal of perplexity and provided problems. 

This afternoon our speakers are going to discuss and bring in some 
new thoughts with reference to valuation of inventories, and by the 
same token we hope to provide some new thoughts about the control 
of inventories. Our two major thoughts are valuation and control 
of inventories. 

The first speaker is a man who has given over a good deal of his 
time to making a study of inventory valuation. He recently testified 
before members of Congress in connection with the proposed 1936 
Revenue Act. He is a Certified Public Accountant of New York 
and of New Jersey, and he is in the public practice of accountancy. 
He is a member of the American Institute of Accountants, and acts 
as Chairman of the Board of Examiners of that Institute. He is a 
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Past President of the New Jersey Society of Certified Public Ac- 
countants. In 1933 he was a delegate to London at the International 
Conference of Accountants. The subject of inventory valuation 
means much to him, and it is with pleasure that I introduce Mr. 
Maurice Peloubet, of Pogson, Peloubet & Co 

PRESENT-DAY PROBLEMS IN INVENTORY 
VALUATION 

Maurice E. Peloubet 

Partner, Pogson, Peloubet & Co., 

New York, N Y 

A fter many years of discussing accounting problems with 
■ clients, government officials and other accountants, I have come 
to the conclusion that there are generally three questions which are 
asked when an accounting method or procedure is brought forward 
for discussion: first, Is it new? second, Is it conservative? and third, 
Is it theoretical ? 

When I was first struggling to grasp the rudiments of the profes- 
sion, I had an idea that if a method could be shown to be something 
new and original it would count heavily in its favor, but I have long 
since learned that the most dangerous, not to say damning, thing 
which could be urged against any method is the taint of originality. 
The mere hint that any poisonous traces of newness can be found 
in a method is generally enough to set responsible men against it. 
You will not, therefore, hear me say anything which is at all novel 
or original. If anything is said which you have not heard before, 
it is probably at least fifty years old, has been tried and tested, and 
has been repeatedly put forward by other speakers and writers. 
This may detract somewhat from the discussion as entertainment, but 
will probably increase its usefulness 

Conservatism and Inventory Valuation 

The answer to the second question as applied to inventory methods 
is, I think, always consistently, '*No/' No inventory method can be 
truly conservative, so far as a statement of income is concerned, over 
a period of years long enough to cover the natural cycle of the busi- 
ness. An inventory method not well adapted to the industry in 
which it is used can produce for a single period results which are 
apparently conservative, but the apparent conservatism — that is, 
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understatement of income — ^musl be offset in succeeding periods by 
overstatement of income if the same method is consistently applied 

It is possible for inventories to be written down arbitrarily on the 
balance sheet so that at all times the balance sheet value may be 
understated; but even though this procedure were followed, the in- 
come accounts must show over the natural cycle of the business the 
same total profits, no matter how they are distributed between years, 
provided the inventory method is consistently applied. 

Is It ''Theoreticar t 

I am not always sure what reply is expected when an inquirer asks 
the third question, ie,, whether or not a particular method or pro- 
cedure is theoretical. If the inquirer means to ask whether the 
method is such that, while desirable results will be produced, the 
labor and cost are disproportionate to the value of the results, I 
would say that none of the methods which will be discussed are 
theoretical. 

If by theoretical is meant a method which is predicated on assump- 
tions or axioms which must be taken for granted and which have no 
genuine bearing on the facts under discussion, I would again say that 
none of the methods to be discussed are theoretical. 

'Theoreticar^ might have one other possible meaning as applied to 
these methods, and that is, a procedure devised by accountants or 
others familiar with the abstract principles of accounting but im- 
familiar with the practical application of these methods to everyday 
industrial and commercial life. Here, again, I would say that none 
of these methods is theoretical. But if by a theoretical method is 
meant one which is logically deduced by operating men and account- 
ants from the actual facts of business and industrial experience, and 
reduced to some order and classification, I would say that all these 
methods are both theoretically sound and practically applicable or, in 
other words, that their correctness in theory is proven by their appli- 
cability to the practical facts of business life. 

In almost every case, the methods discussed were first devised by 
practical operating men and were later adopted by accountants, gen- 
erally after some persuasion by operating men and managers. 

The General Purpose of Taking Inventory 

Every inventory method must rest on the premise that the prin- 
cipal purpose of taking and valuing an inventory is the determina- 
tion of income for a given, limited, artificial period. 
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We all know that in the ordinary manufacturing or commercial 
business a year does not necessarily, or even usually, represent the 
completion of a business cycle. I suppose that the traditional use 
of this period is founded on the assumption that agriculture is the 
basis of our entire economy, and that the changing seasons exercise 
the same unvarying influence over all other economies as they do 
over the seed time and harvest of the farmer. 

The most casual inspection of either production statistics or price 
ranges in most industries, and particularly those dealing with basic 
raw materials, proves that this is not so. The cycle in most industries 
is five, seven or nine years from periods of low prices and curtailed 
production through periods of expansion, high prices, increased pro- 
duction, back to periods of low prices and decreased production. 

It is true that there are both increases and decreases during this 
extended period, but as has been pointed out by Pareto and other 
scientific economists, the general movement is from a valley to a peak 
and down again from peak to valley, although the line of such a 
movement is seldom or never straight but moves in a series of waves. 
In the ascending cycle the crest of each wave is a little higher than 
the crest of the preceding one, and in the descending cycle the crest 
of each wave is lower than that of the one before. 

If a short period of the rising cycle be taken into consideration, 
the observer might think himself to be in a downward movement 
simply because he was descending from the crest of a wave to the 
trough, forgetting, or not knowing, that the trough to which he was 
descending was higher than the trough of the preceding wave, and 
in the same manner might think himself in the declining cycle to be 
in a rising one, merely because he was ascending to the crest of a 
wave lower than the crest of the wave which had gone before. 

If we keep in mind that there is a broad, general movement to the 
series of undulations which represent the day-to-day, month-to-month, 
or year-to-year transactions of an enterprise, we will see why the 
arbitrary requirement that the results of business be determined for 
definite periods presents the most difficult and at the same time the 
most pressing problem for accountancy to solve. 

Regardless of scientific economics, it is true, as a practical matter, 
that an enterprise must make a statement at regular recurring inter- 
vals of its income and financial position, as taxes, interest and other 
regular, recurring obligations must be met and dividends must be 
paid. 

At the same time it should always be borne in mind that the results 
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shown for these definite, comparable periods are an aggregate of 
actual results of closed transactions begun and completed within the 
period, transactions completed in the period begun previously, and 
transactions which began in the period and which are not yet com^ 
pleted. It is for these reasons that there is always in the annual 
accounts of any enterprise of any size or complexity, such a large 
element of estimate or approximation. 

Income Determination and the Fiscal Period 

Conservatism and safety call for the valuation of assets at as low 
figures as are warranted by their costs or, where applicable, by their 
realizable or market values. This is merely another way of stating 
that estimates of results of uncompleted transactions should be made 
on the basis of the smallest profit possible. Of course, the amount 
by which such estimates of profit are less than that actually realized, 
will be reflected in the succeeding year's income account, and if it 
should happen that the amount of uncompleted transactions were 
greater at the end than at the beginning of the year, the profit would 
be overstated for that year. In other words, no matter what we do 
to the balance sheet, we cannot consistently understate income over 
any considerable period of time. 

Among all the approximations which must be made at the close of 
an accounting period, the one which is the most difficult to arrive at 
and which has the greatest influence on the accounting results is the 
determination of the money value of inventories. While the deter- 
mination of quantities, condition, salability and ownership of the 
inventory are of the greatest importance and present many difficult 
problems, the problems are not concerned to any great extent with 
questions of abstract principle. As an abstract principle we know 
that physical quantities should be accurately determined by count, 
weight, chemical analysis or some other appropriate method. Sala- 
bility and condition should be determined by qualified experts, and 
ownership should be verified by the proper legal means. Who should 
do these things, who should verify them, the extent of the verifica- 
tion, the responsibility for these features of the inventory are all 
important questions, but they are questions of practicability or ex- 
pediency. 

In principle, we know it would be desirable for the fullest verifica- 
tion of these features of the inventory to be made, and we also know 
that as a practical matter compromises must be made which will 
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assure reasonable safety without undue expenditure of time and 
labor. 

The Problem of Valuation 

In the rest of the discussion I shall assume that the quantities of 
the inventones that are discussed are correct, that the goods are all 
salable and in good condition, and that there is no question as to their 
ownership. 

This leaves us but one thing to consider, that is, how they shall be 
valued. It might at first sight be thought that the answer to this 
question would be the same as the answer to the question, “What is 
the inventory worth?’' But in the case of a going concern, the 
answers to the two questions are frequently different. 

Inventories fall naturally into two main divisions: one in which 
the purchase, production or manufacture of each unit or group of 
units and its subsequent sale is a completed transaction on which a 
profit or loss may be calculated, and which will not recur in exactly 
the same form or with exactly or substantially similar goods as the 
subject matter; and the other, one in which the process is long and 
continuous and the product a homogeneous and substantially uniform 
basic commodity partially or completely processed. 

The proper method of valuation for inventories falling within the 
first group is cost — historical cost, standard cost, or cost determined 
by the retail method — reduced to market when cost exceeds that 
valuation. 

For the second group, where a fixed minimum inventory must be 
maintained at all times, the normal stock method, whereby the perma- 
nent investment in inventory is carried at all times at a fixed price, 
or some modification or extension of this method is required to apply 
costs to sales correctly and to arrive at actual realizable profits 

The Retail Method 

In a merchandising business the usual inventory method gives a 
result which can be used as an answer either to the question, “What 
is the inventory worth?” or, “How shall it be valued?” This is 
because under the retail method of inventory valuation the selling 
price is used as the basis. Inventories are valued at the price at which 
it is intended or hoped to sell the merchandise, and from that price 
is deducted the percentage of gross profit to be realized, generally 
known as the “markup.” 

It is obvious that goods recently purchased will be valued at 
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approximate cost, but goods which have been in stock for some time 
or which have been earned over from one season to another may be 
valued at very much less than cost as the selling price on, say, ladies’ 
coats or dresses carried over from one season to another may be so 
reduced that the gross selling price, without any consideration of 
markup, would be less than the original cost. 

This method is generally accepted as correct for merchandising 
enterprises as it has the effect of throwing into the current period 
losses which are incurred in keeping a wide assortment of goods, or 
in keeping a stock of goods which are subject to changes in style. 

The decreased price of goods not sold in the season for which they 
were purchased is a direct cost of the goods sold, and the retail 
method of inventory throws that cost into the period to which it 
applies. This method is well described in detail by Malcolm P. 
McNair in The Retail Method of Inventory, and is included among 
the approved methods of inventory valuation by the United States 
Treasury Department. 

I think the reason why this method is correct in merchandising is, 
for example, that a department store does not carry a constant inven- 
tory of 2,000 ladies’ hats, but carries and deals in hats of the current 
style and a new stock is purchased at the beginning of each season 
which must be sold during the season. 

The inventory cycle is complete, and the buyer is not primarily 
concerned with replacing hats similar to those which have been sold, 
but rather is anxious to buy hats of a style and design as different 
from his previous stock as possible. 

For instance, a store might have carried an inventory of 2,000 
Eugenie hats. Later on the same store will have in stock 2,000 
turbans, and these will be replaced by hats of the present grotesque 
and peculiar shapes, of which I do not even know the name. 

In other words, the store bought, sold and was through with the 
Eugenie hats — so were the ladies. The turbans were purchased and 
sold. There is no question here of maintaining a fixed stock of 
2,000 hats as one hat is nothing like another, is not replaceable by 
another, and for all practical purposes loses its value at the close of 
the season. The same thing is true with almost all goods sold by 
department stores or similar organizations. 

Historical Cost 

Another method of valuation, the application of which is much 
narrower than is generally supposed, is actual historical cost. This 
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method is also approved by the United States Treasury Department, 
and implies that no expense incurred in the production of a particular 
unit or product should be charged to income until the unit or product 
to which it applies has been sold. Two principal problems are pre- 
sented by this method: first, “What should be charged to inventory 
cost?” and second, “Will the final cost exceed the selling price?” 

The answer to the first question is given in a number of standard 
texts on cost accounting, and I think it is generally recognized that 
for all practical purposes nothing should be included in cost for 
purely administrative expenses, selling expense or financial charges. 

The answer to the second question is best determined by calculat- 
ing proper reserves to complete the work, and by comparing the 
actual cost plus the reserve with the expected selling price. In 
general, I would say that this method applies to such enterprises as 
those engaged, say, in the manufacture of machinery or similar 
products on special order, where units are generally large and where 
there are not a great number of orders going through the factory at 
one time. If there are large numbers of units going through the 
factory at one time, it will probably be better to value these at stand- 
ard costs, particularly if production is below maximum or normal. 

Standard Costs 

Disproportionately heavy expenses during a period of curtailed 
production, whether called unabsorbed overhead or by any other 
name, cannot be passed on to the customer and should not be carried 
forward in inventory. The use of properly calculated standard costs 
for valuation of process and finished inventories will prevent this. 

The Treasury Department has made no specific ruling, so far as I 
am aware, on the use of standard costs as a method of inventory 
valuation, but it would appear to conform to the Department's gen- 
eral requirements for inventories at cost, and I believe accurately 
calculated standard costs are generally acceptable. 

This method probably gives the best results in those industries 
where labor and manufacturing overhead form the greater part of 
the cost of the product, and where the amount of raw material is not 
of great significance compared to the total selling price or cost. 

Taxable Income as Affected by Inventories at Current Cost or 
Current Market 

There seems to be no conflict in principle between the practice of 
the Treasury Department and generally recognized accounting prin- 
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ciples where inventories which can properly be stated at current costs 
or at current market, when costs exceed market prices, are concerned. 

The methods just described, and other variations of them, are 
permitted under the regulations of the Bureau of Internal Revenue, 
and any controversies will turn on questions of fact as to the applica- 
bility of prices or the accuracy of costs or similar questions. 

Normal Stocks 

None of these methods, however, shows accurate results in indus- 
tries producing basic raw materials, or where the greater part of the 
cost of a finished product is the cost of the basic raw material of 
which it is composed. This is particularly true where the processing 
period is long, and where a constant minimum amount of the raw 
material must be maintained in process. 

In enterprises of this sort, for example, a woolen or cotton mill, a 
tannery, a smelter or an oil refinery, there must be kept in process an 
amount of raw material which is substantially equal to the produc- 
tion of the plant for the length of the processing period. A tannery, 
for instance, buys green hides, puts them in process, and at the end 
of sixty, ninety or one hundred and twenty days produces finished 
leather. By the time the first purchase of hides has passed through 
the process and come out as finished leather, another equivalent quan- 
tity will have been purchased and put in process, and this will be 
repeated as long as the tannery is in operation. 

Normal Stock Method Applied to a Tannery 

Table 1 shows in a somewhat simplified form a typical series of 
transactions on a fluctuating market comparing results under the 
first-in, first-out method and the normal stock method. 

When the first lot of finished leather is produced, let us say the 
price for hides is twelve cents per pound, but that at the beginning 
of operations the price was ten cents per pound. The tannery will 
sell the finished leather at a price based on a twelve-cent hide market, 
and will be forced at the same time to buy an equivalent amount of 
hides at the same market price of twelve cents. 

Under the first-in, first-out method, an apparent profit of two cents 
per pound would have been realized, but the manager of the tannery, 
being a practical business man, would not have calculated his profit 
in that way. He would have said, "T am selling finished leather on 
the basis of a twelve-cent hide market, and I must replace this with 
green hides at the same price. Therefore, my only profit, if any, is 



172 


SESSION IV 


TABLE 1 


FIRST-IN FIRST-OUT NORMAL STOCK 


FIRST LOT 

Sales 

Cost of Sales 

Units 

500,000 

500,000 

Price 

12 4 

11 6^ 

Amount 

$60,000 

58,000 

Units 

500,000 

500,000 

Price 

124 

124 

Amount 

$60,000 

60,000 

Profit 



$ 2,000 



$.. .. 

Cost of Sales 

Inventory — beginning 
Purchases 

100,000 

500,000 

10 ^ 

12 4 

$10,000 

60,000 

100,000 

500,000 

104 

124 

$10,000 

60,000 

Inventory — end .... 

100,000 

12 4 

70.000 

12.000 

100,000 

104 

70.000 

10.000 

As above . . 



$58,000 



$60,000 

SECOND LOT 

Sales 

Cost of Sales 

500,000 

500,000 

15 4 
14.44 

$75,000 

72,000 

500,000 

500,000 

1S4 

15^ 

$75,000 

75,000 

Profit 



$ 3,000 



$... 

Cost of Sales: 

Inventory — beginning 
Purchases 

100,000 

500,000 

12 4 

15 4 

$12,000 

75,000 

100,000 

500,000 

104 

154 

$10,000 

75,000 

Inventory — end .... 

100,000 

IS 4 

87.000 

15.000 

100,000 

104 

85.000 

10.000 

As above 



$72,000 



$75,000 

THIRD LOT 

Sales 

Cost of Sales 

500,000 

500,000 

11 4 

11 8^ 

$55,000 

59,000 

500,000 

500,000 

114 

114 

$55,000 

55,000 

Loss 



$ 4,000* 



$ 

Cost of Sales: 
Inventory — ^beginning 
Purchases 

100,000 

500,000 

15 4 

11 4 

$15,000 

55,000 

100,000 

500,000 

104 

114 

$10,000 

55,000 

Inventory — end .... 

100,000 

11 4 

70.000 

11.000 

100,000 

104 

65.000 

10.000 

As above ... . 



$59,000 



$55,000 


Indicates a negative figure. 
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on the tanning of these hides, and the two cents per pound profit is 
fictitious and unrealizable, as I must immediately spend that money 
for hides to replace those sold.” Following this reasoning, the man- 
ager would value his hides in process at ten cents. 

If by the time the purchase of twelve-cent hides was finished the 
hide market was, say, fifteen cents, the manager still would make 
nothing on his hides as he would have to replace them at the same 
market price, and his inventory in process would continue to be 
valued at the original figure of ten cents per pound. 

Under the first-in, first-out method, he would have made an addi- 
tional three cents per pound. In other words, he would have made 
a profit equal to fifty per cent of his inventory on that basis. But 
on the basis of normal stock or, as it might be called, the replacement 
method or the application of current costs to current sales, he would 
have made no raw material profit and would still have on hand an 
inventory equivalent to his beginning inventory priced at ten cents 
per pound. 

If on his next purchase the price had declined to eleven cents, he 
would have shown under the first-in, first-out method, an apparent 
loss of four cents per pound, but this loss would not in fact have 
taken place and he would have on hand a quantity of hides equivalent 
to his beginning inventory which he would still carry at ten cents. In 
other words, whenever the manager replaced hides which he had sold, 
the replacement and the sale were both made on the basis of the 
current market. 

Application to Smelting 

To take an example where the process is radically different but 
where the principle is the same, let us assume that a smelter starts 
operations in a mining district where there is a good, steady supply 
of ore. Let us say that at the beginning of operations the price of 
zinc was three and one-half cents per pound, and that the smelter’s 
refining period was ninety days. 

The smelter during the first ninety days will buy sufficient ore to 
provide for its operations. Let us assume that at the end of ninety 
days the price had advanced to four cents per pound. The smelter 
would be in the position of buying ore under the usual form of con- 
tract at the price current at the time of the purchase with the agreed 
deductions for refining, freight and penalties. 

The ore which it bought at the end of the ninety-day period would 
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be based on a four-cent zinc price, and the sales which the custom 
smelter makes against its intake would be made at that price. 

It does not seem reasonable, from the point of view of the manage- 
ment of the smelter, to say that on the sale of zinc purchased and sold 
for four cents there should be applied part of the original purchase 
of metal necessary to supply the process inventory at three and one- 
half cents per pound, thus showing a fictitious profit of one-half cent 
per pound. It would seem more nearly correct to apply the sale made 
on the day of the purchase to that purchase at the same price. 

A custom smelter must, if it wishes to avoid speculating in the 
metal market, sell as it buys, and it would seem correct accounting 
to reflect the intentions and the acts of the management in the 
accounts, rather than to prepare accounts which show half of the 
transaction, the sale, on a current basis and the other half, the 
purchase, on the basis of what had happened three months before. 

A manufacturer who uses a basic raw material such as copper, 
where the cost of the metal contained in the product is a relatively 
large proportion of the price, generally bases his price on a manufac- 
tunng differential plus the value of the metal, which price is varied 
as the price of the metal changes. I think all of you that have any 
connection with the brass or wire industry know that whenever the 
price of copper and zinc changes, we always get a change in those 
prices. 

If such a manufacturer takes orders today which involve some 
50,000 pounds of copper to be delivered, say, three months from now, 
he will place a purchase order for a like amount of metal in the 
shapes which he requires, thereby covering his sale and insuring 
himself against any loss due to a change in the price of the metal. 
This transaction may be divided into two parts, the current purchase 
and the current sale of the metal, and its fabncation in the form 
required by his customer. 

As the manufacturer is not generally desirous of speculating in 
metal, he adopts this policy to insure that he receives a reasonable 
profit on fabrication, and he does not suffer any loss from fluctua- 
tions in the price of the raw material. 

If such a procedure is followed and the manufacturer is forced by 
the use of the first-in, first-out method to apply against his sale metal 
which was purchased sometime before the sale was made, he will 
show a totally fictitious profit or loss on metal, and this profit or loss 
will be the result of writing up or writing down his normal fixed 
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minimum stock which he must carry at all times in process in order 
to operate his mill 

Attitude of Management 

In many cases where accounts are kept for tax or other purposes 
on a first-in, first-out basis, the management insists on supplementary 
records kept on the basis of applying current costs to current sales. 
The management know that they cannot successfully operate a busi- 
ness on the basis of sales now and purchases three months ago, and 
the management will frequently disregard the financial books if pre- 
pared on the first-in, first-out basis, and use for their calculations, on 
which they base their judgment as operating men, records which are 
kept on the normal stock basis or the application of current costs to 
current sales. 

Frequently these operating records are kept in much less detail and 
in less exact form than the financial books on the first-in, first-out 
basis, and the practical operating men who require this information 
do not always, I imagine, realize that they are using a scientific and 
accurate method of inventory valuation and of determining profit on 
sales. They may think that in some incomprehensible way the finan- 
cial books are right for some inscrutable purpose which they cannot 
understand; but they do know that when they buy, manufacture, or 
sell they must rely on the information which tells them how much 
they need to sell their current purchases for in order to make a 
profit and to replace that material through current transactions. 

I believe, and I think many of you will agree with me — ^particularly 
those of you who are not practicing accountants but who are the 
accounting advisers of executives and operating men — ^that the prac- 
tical operating man knows what he wants his accounts to show him, 
and that he knows generally when the results are substantially correct 
and when they show profits or losses or other conditions which do 
not exist in fact. 

True, the operating man cannot advise the accountant on how to 
arrive at a correct result, but he does know, frequently by a sort of 
instinct developed by long experience, when the accounting results 
are substantially right. It is a great error for an accountant who may 
be highly qualified technically to disregard the questions and state- 
ments of operating men, even though these may be expressed crudely 
and may show a lack of knowledge of the fundamentals of technical 
accounting. 

The operating man is in somewhat the position of the Roman 
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critic who objected to the quality of the flute playing at some enter- 
tainment, The flute player turned on him and said, “You cannot pipe 
a note on this flute, how dare you tell me how to do it, and what is 
right or wrong?’' The critic smiled and said, “It is quite true I 
cannot play a flute. I am also unable to cook a dinner, but I believe 
I can tell as well as the best cook in Rome, whether a dinner is good 
or not.” 

The operating man is in the same position. He does not know 
how to get the results, and frequently does not care. He cannot tell 
specifically whether they are wrong, but if prices have been rising for 
a considerable period, and each time he purchases material he must 
pay more for it, and his selling prices have not quite kept pace with 
the rising raw material prices, he will tell the accountant who shows 
him an apparent profit based on the assumed sale of his beginning 
inventory which was carried at a low price, that no profits are being 
made, that he is struggling to break even on current operations, and 
that whatever the books show, no one can make money by selling at 
a price equal to or less than that at which he must currently purchase 
materials. This fallacy is shown by Table 2, page 178, which will be 
discussed more fully later on. 

Normal Stocks Under Regulations of the Bureau of Internal Revenue 

The United States Treasury Department does not now recognize 
the use of normal stocks for tax purposes. In Regulations 86 and 
previous Regulations, it was specifically mentioned as one of several 
methods of inventory valuation which were expressly prohibited. 

Cases have been taken to the Supreme Court on this, issue, most of 
which have been unfortunate in their subject matter as it was possible 
in each case to argue that the normal stock, which it was contended 
had to be carried at all times, was merely a stock of material — in 
some of the cases structural steel and in other cases tin plate^ — which 
was carried at all times as a reserve supply. This is a correct but 
somewhat unusual application of the normal stock method. 

No case has been tried where the production of a basic raw material 
requiring long and complicated processing was involved. The sub- 
ject matter of the cases tried is probably responsible for the impres- 
sion one gets in reading them over, that the arguments were not as 
well presented as possible, and consequently the judges who decided 
the cases did not completely realize the implications of the points at 
issue. 

It is inconceivable that the Supreme Court of the United States 
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would wish a taxpayer to show as earnings the difference in price 
between the same asset held both at the beginning and the end of a 
period. If applied to land, buildings or machinery, the imputation of 
such a profit to a period of rising prices would be ridiculous on its 
face. The principle is no different in revaluing a normal stock of a 
basic raw material at the beginning and end of a period, and the 
apparent profit or loss so computed is equally fictitious and unrealiz- 
able. 

This principle has been recognized for a long time by the British 
Revenue Authorities I have not been able to find out when the 
method was first permitted, but it is spoken of in a report of a com- 
mittee of eminent chartered accountants, dated in the year 1917, on 
certain points involved in the Munitions Levy and Excess Profits 
Duty: 


In certain base metal manufacturing trades such as copper, pig iron, 
lead, spelter, etc , it has been the custom for a long period in the past 
to adopt what is known as a “base value” for part of these materials, 
on the theory that it is necessary for the undertakings using them to 
keep a reserve stock to protect themselves against results of strikes and 
adverse fluctuations in market value, etc, and for this purpose they 
have adopted a value which represents what may be called a minimum 
cost for a series of years for a minimum quantity; in theory, keeping 
this minimum quantity untouched, and unused, although in practice no 
actual reserve stock may be kept which could be identified at any time ; 
any excess over this amount is valued at cost or market value, which- 
ever is the lower. 

It appears to have been the practice of the I^and Revenue to admit 
for income tax purposes, stock valuations of this character in the case 
of base metals, provided that it is the general custom of the particular 
trade, and has also been the practice in the individual case, and it will 
be difficult now to disturb this practice. 


Effect on Taxable Income of Two Bases of Valuation 

Table 2 shows clearly the disastrous results which may be ex- 
pected from the apparent prosperity shown by a period of con- 
tinuously rising prices. That is one of the most peculiar things 
about this situation. Companies which should use normal stocks 
under the present tax law have more to fear from what looks like 
prosperity caused by rising prices than they have to fear by losses. 
They may continue to be in existence if they have losses due to 
declining or steady prices, but they will surely be ruined by con- 
tinuously rising prices. 

As a result of five different transactions there is shown on the 
first-in, first-out method a profit of $16,000 on sales of $37,000. Of 
this profit of $16,000, $15,000 is represented by increased inventory 
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valuations, although the number of units is exactly the same as at the 
beginning. 

If current purchases are applied to current sales under the normal 
stock or similar methods, a profit of only $1,000 is shown, and the 
inventory at the end which consists of the same number and kind of 
units as at the beginning is valued at the beginning price. 

The company, the transactions of which are shown in the table, 
would have had to borrow $15,000 to pay out as dividends all of the 
apparent profits arrived at on the first-in, first-out method as shown 
in the table, or would have been compelled to deplete its cash to that 
extent as the only cash profit realized was $1,000. 

Under the 1936 Act if all taxable income on a first-in, first-out 
basis were distributed as dividends, the tax alone would amount to 
$1,720 or 172 per cent of the entire realized or realizable profit, and 
if no dividends were paid the tax imposed on the fictitious undis- 
tributed earnings would be 221 per cent of the entire cash profit. In 
other words, in the example shown, in which the fluctuations are 
large but far from impossible, a nominal tax rate of 25 per cent, 
assuming no dividends were paid, would amount to an actual tax 
rate on realized or realizable income of 393 per cent; while if all 
taxable income on a first-in, first-out basis were distributed, a 
nominal rate of 11 per cent would amount to a rate of 172 per cent 
on realized or realizable income. 

I admit when these figures were worked out that I thought 
they were ridiculous, but they are quite possible. In companies 
which should use a basic stock, which have to carry large normal 
stocks, if there is a period of continuous rising prices I think we are 
going to find case after case where the nominal tax rates, which are 
high enough, will be multiplied ten and twelve times. 

I do not know what is going to happen, or what the answer is, but 
those are the facts as the law is drawn, provided the Department 
sticks to its policy of insisting on first-in, first-out. 

These points were brought out by two witnesses before the Senate 
Finance Committee during the hearings on the Revenue Act of 1936. 
The Committee gave these witnesses a courteous and sympathetic 
hearing, and referred them to the expert advisers of the Committee. 

In the Minority Report of Senators Walsh and George, as printed 
in The New York Times of June 20, 1936, the inequalities involved 
in the application of the taxes levied under the 1936 Revenue Act to 
industries which should use normal stocks or some similar method of 
inventory valuation were clearly stated. The testimony presented 
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before the Committee seems to have been sufficient to make clear to 
the dissenting Senators the difference between actual realized profits 
and profits which exist only as a markup of an inventory, as the 
following quotations from the report indicate . 

... It is designed to encourage, if not indeed to compel, corpora- 
tions, large and small, to distribute all their earnings, even though they 
are merely inventory gams, and to lay aside nothing for a rainy day. 

... In addition, the following business concerns are undoubtedly 
discriminated against: 

(1) Those which at the present time have no reserves 

(2) Those whose entire taxable net income may be merely increases 

in their inventories. 

Ill this testimony it was brought out that the use of fixed normal 
minimum stock carried at a constant price or other inventory methods 
closely approximating this, was not a device to reduce taxes. It was 
shown that it was primarily a method devised to show correct operat- 
ing results by applying to current sales the cost of current purchases. 
It was also shown that no losses of revenue or decrease in net taxable 
income would be involved over a period of years equal to the natural 
cycle of the industry. 

Effect on Governmental Revenue of Permitting the Normal Stock 
Method 

Losses of revenue to the Treasury could occur only if the fictitious 
profits shown by the first-in, first-out method were so large that a 
fictitious loss would be shown in the following period. 

Obviously, as shown by Table 3, more taxes would be paid over a 
period of three years if the first-in, first-out method showed $125,000 
profit for the first year, $75,000 loss for the second year, and $25,000 
profit for the third year, instead of — as would probably be shown by 
the normal stock method — a steady profit of $25,000 per year. 

However, I do not believe the Treasury Department or the Bureau 
of Internal Revenue would care to advocate a method of accounting 
which would have the effect of magnifying both profits and losses to 
the disadvantage of the taxpayer where losses could not be offset 
against profits. 

If, however, the results of the first-in, first-out method show some 
profit in each year, the result in terms of taxable income would be 
precisely the same, but would be distributed over periods in accord- 
ance with the actual realized difference between cost and selling price 
on current purchases and sales. The Revenue authorities should, and 
I believe will, welcome a method which will insure a steadier and 
more uniform flow of the stream of taxes into the Treasury. 
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Change in Tax Law Not Required 
The general opinion seems to be, both among Treasury Department 
officials and attorneys and accountants who have studied the ques- 
tion, that while the question of the use of the normal stock inventory 
method is of the utmost importance to the industries to which it 
applies, it is not of such a nature as to require a change in law. 
Under Section 22 (c) of the Revenue Act of 1935, which is un- 
changed in the 1936 Act, which reads as follows : 

. . . inventories shall be taken by such taxpayer upon such basis as 
the Commissioner, uuth the approval of the Secretary, may prescribe 
as conforming as nearly as may be to the best accounting practice in 
the trade or business and as most clearly reflecting the income, 

the Commissioner already has the power to permit the use of this 
method, and he is not estopped from using this method by the de- 
cisions in the case of the Kansas City Structural Steel Company, and 
others. 

These decisions stated, in effect, that the method was not well 
recognized either by industry or by the accounting profession, that 
the method was obsolete, and that it did not show true income, al- 
though in one case, that of the American Can Company, the court 
did agree that the income shown by the normal stock method so 
closely approximated income on a cash basis that the cash basis might 
be used. 

Normal Stock Method Recognized in Ruling on Silver 
The principle of permitting the use of a normal stock and of 
applying current purchases to current sales is not entirely strange to 
the Treasury Department and to the Bureau of Internal Revenue. 
After the proclamation of the President, December 21, 1933, under 
which newly-mined domestic silver was given a value of 64 cents 
per ounce, the Treasury Department, in its regulations, recognized 
the factor of fixed inventory by permitting the immediate substitu- 
tion for the newly-mined silver of any silver which came out of the 
refinery, so that any silver thus available in a refined form, when 
accompanied by miners’ affidavits showing the origin of domestic 
silver mined after that date, became available immediately for de- 
livery to the government at the government price, even if physically 
it would have been impossible for it to have come through the various 
processes of milling, smelting and refining. 

Obviously, if the first-in, first-out method had been enforced, the 
smelter purchasing the newly-mined silver would have been forced 
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to sell at the price for silver not covered by miners’ affidavits an 
amount equal to its inventory before it could realize the affidavit 
price, and at whatever time the silver purchase program shall cease, 
the smelter would be left with an inventory of silver purchased at 
affidavit prices which would have to be sold for the world price at 
that time, which would presumably be below the affidavit price. The 
Treasury Department recognized the injustice of such a condition 
and remedied it by applying the normal stock method. 

In other words, the smelter had to keep the process stock there 
indefinitely. The first newly-mined silver, if they used this method, 
would have pushed out some of the old inventory which they would 
have had to sell at the world price, which is exactly what is done in 
the first-in, first-out method, but the Department recognized the in- 
justice of this and allowed, for silver purchases, the normal stock 
method. 

In permitting the holder of a number of shares of the same secur- 
ity purchased at different times to designate which shares are intended 
to be sold in a particular transaction rather than the strict application 
of the first-in, first-out method, the Department recognizes the possi- 
bility of the application of current purchases to current sales. 

Although the normal stock method is expressly prohibited under 
Article 22 (c) of Regulations 86, and under similar articles of 
previous regulations, this would seem to be in direct contradiction of 
the statement with which Article 22 (c) opens: 

Section 22 (c) provides two tests to which each inventory must con- 
form: 

(1) It must conform as nearly as may be to the best accounting 
practice in the trade or business, and 

(2) It must clearly reflect the income. 

It follows, therefore, that inventory rules cannot be uniform but must 
give effect to trade customs which come within the scope of the best 
accounting practice in the particular trade or business. In order clearly 
to reflect income, the inventory practice of a taxpayer should be con- 
sistent from year to year, and greater weight is to be given to consist- 
ency than to any particular method of inventorying or basis of valua- 
tion, so long as the method or basis used is substantially in accord with 
these regulations. An inventory that can be used under the best 
accounting practice in a balance sheet showing the financial position of 
the taxpayer can, as a general rule, be regarded as clearly reflecting 
his income. 

Extension of Application of Normal Stock Principle Suggested 

It would seem clear from all of the for^oii^ that the Treasury 
Department and the Bureau of Internal Revenue are not irretriev- 
ably committed on the question of noimal stocks and the applicability 
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of current purchases to current sales, but that the Department has 
made an endeavor to restrict the application of this principle to con- 
ditions and industries to which it applies. 

With this attitude I think everyone will agree. It is not suggested 
that the Department should take any new position or that it should 
reverse itself, but rather that it should extend the application of 
normal stocks, already recognized in principle in the silver regula- 
tions, to certain other specific conditions and industries to which this 
principle applies. 

It should be clear to anyone making even a cursory examination 
of the subject that this method of arriving at profits and valuing 
inventories is not any more nearly universal in its application than 
the other methods which have been discussed, and is by no means 
applicable to all industries alike. 

The conditions which require the use of the normal stock or some 
similar method to state correctly corporate income have already been 
outlined, and it would seem proper for the Treasury Department — in 
whatever change in the regulations it may make — ^to keep clearly in 
mind that the method is restricted to certain types of industries, and 
that no opportunity should be given to evade or reduce taxes properly 
due on income actually realized. 

The Department should, however, so frame its regulations that in 
the industries to which the normal stock method applies, only income 
which is actually realized or realizable will be taxed, and the showing 
of apparent and largely fictitious profits or losses in certain industries 
during periods of fluctuating prices should be avoided. 

The imposition of higher tax rates, particularly on corporations, 
which would appear for the next few years at least unavoidable, 
magnifies to an almost grotesque extent the inequalities caused by 
the forced use of the inapplicable first-in, first-out method to indus- 
tries which should use a normal stock, and makes the situation suffi- 
ciently serious to warrant the closest attention of both industry and 
government. 

General Acceptance of Normal Stock Method Where Applicable 

While it is recognized that this method cannot be applied indis- 
criminately to all types of enterprises, it does apply in more industries 
than those discussed in this paper. Generally, it cannot be applied to 
any industry which does not in some way process the material. The 
material must be basic and homogeneous, and must be such that no 
question of style or design is involved.' 
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It is interesting to note that in industries of this type it has been 
the experience during the depression that the normal stocks were not 
reduced greatly below the figure calculated as being required at maxi- 
mum production, and that as production increased the small amount 
by which the normal stock was depleted had to be restored when 
operations approached capacity. 

It is true that at times of heavy production the total inventories 
will be larger, and that these will be reduced as deliveries are made to 
a greater extent than orders are taken. This, however, has no bear- 
ing on the question of normal stocks and merely illustrates the fact 
that the purchase commitments must be made to fill sales commit- 
ments. 

At a particular point when deliveries have been made against pur- 
chase commitments and the sales have not been delivered, there will, 
of course, be a substantial apparent increase in inventory, but in the 
well-managed business this will be practically all represented by the 
sales commitments already made. If this is not true, the management 
IS speculating in raw material, and the speculation may or may not be 
successful. 

hvfiiience of Fictitious Inventory Profits in Recent Years 

It is a mistake to think that the normal stock method of applying 
current costs to current sales, and of valuing inventories, applies only 
to a few isolated trades or enterprises ; that it is unimportant in our 
general business and economic life; or that it is a species of special 
pleading for the benefit of particular industries. The industries 
which should use this method in determining income represent an 
investment of billions of dollars, employ hundreds of thousands of 
men, and provide us with the shoes we wear, the gasoline which 
drives our cars, and the metals without which our present standard 
of living would be impossible. 

Overstated profits represented by fictitious inventory valuations, 
arrived at under conventional accounting methods, had a large, if not 
a determining, influence in emphasizing and exaggerating both the 
rise and fall of corporate earnings, security prices and the revenues 
of the government derived from the federal income tax. When 
corporate earnings were exaggerated by the inclusion of fictitious 
inventory profits, unjustified dividends were paid, and already ade- 
quate facilities were expanded recklessly. 

Unexpected increases in the federal revenue tempted Congress to 
discover ways of spending it. I do not need to enlarge on the de- 
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plorable effects of stating, as though they were realizable, profits 
which existed only through an arbitrary revaluation of inventories 
which did not change in quantity or composition, but which were 
successively marked up as prices advanced. 

When security and commodity prices began their precipitous de- 
scent, actual losses were multiplied, in some cases many fold, by the 
inclusion of fictitious losses caused by the marking down of inven- 
tories of basic raw materials to abnormally low prices. 

These exaggerated apparent losses forced management into econo- 
mies in some cases as ill-advised as their former extravagance, and 
into undue and unnecessary retrenchment. Stockholders, employees, 
customers and grantors of credit suffered immediately, and the 
revenue of the government from these enterprises practically ceased 

Let me repeat: We are not asking the United States Treasury 
Department to favor any particular class of taxpayers. We are not 
asking for any method which will reduce or minimize taxes. What 
we do ask for is the permission to use as a basis for computing 
taxable income, a method already approved by important business and 
professional bodies, and in use by representative units in basic indus- 
tries which will arrive at a taxable income as nearly correct as pos- 
sible, which is realized or realizable, and which is directly propor- 
tional to the actual business done by the enterprise year by year. 

We must all pay federal taxes, and we must, I fear, continue to 
pay heavy ones for some years to come. None of us can escape his 
share of the burden, and I believe no thinking citizen wishes to. 
However, every citizen and every enterprise is entitled to an assess- 
ment of federal income tax on income which is actually realized or 
realizable, and it is only this which we ask. We ask to be protected 
from the imposition of a tax ostensibly on income which might be 
so heavy, and the incidence of which might be so capricious, as to 
constitute an unbearably heavy levy on capital which would threaten 
the veiy existence of many enterprises essential to the well-being of 
the community. 

It would appear that if a showing could be made of what I believe 
is unquestionably the fact, that several major industries in this coun- 
try — ^the petroleum industry, the lead smelting, refining and process- 
ing of non-ferrous metals and the primary fabrication of copper and 
brass — ^have gone on record as favoring this method, or that a major- 
ity of the industries are using this method, that we would have gone 
a long way towards answering the objections that the method is 
obsolete and going out of use. 
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If accounting bodies such as this would go on record as has 
already been done in some cases, stating that it is the consensus of 
the membership that in the industries to which this method applies 
it is a proper one for stating accounts both for management and taxa- 
tion purposes, much weight would be given it by the revenue au- 
thorities. 

Resolution Proposed 

Now, gentlemen, I am going to take advantage of the fact that I 
am a member of this Association ; I believe as such I have the right 
to introduce a resolution which I hope will be seconded, and which 
I think will help not only the individual industries but business as a 
whole if it is passed. I propose this resolution: 

Whereas, in certain industries producing, refining, fabricating or 
otherwise processing basic raw materials 3ie use of a basic normal 
minimum stock carried at fixed prices is a well recognized, accepted 
accounting practice which, in the opinion of executives and account- 
ants connected with those industries, most clearly reflects income ; be it 
RESOLVED, that the National Association of Cost Accountants 
respectfully requests and urges the United States Bureau of Internal 
Revenue to permit under repilations issued by it, in those industries 
where such a method is applicable, the use of the normal stock method 
or similar methods of valuing inventory and costing sales in the com- 
putation of taxable income for purposes of the United States Federal 
income tax. 

CHAIRMAN WALSH: Before we ask for discussion, I think 
it may be advisable for us to act upon the resolution proposed by Mr. 
Peloubet. Does anyone second it? 


T. B. DUNN {Auditor, Kansas City Structural Steel Co,, Kansas 
City, Kan,) : Mr. Chairman, being Auditor of the Kansas City 
Structural Steel Company, I would like to second that resolution. 

MR. PELOUBET : I would like to express my appreciation of 
that. I think that is one of the best things I have heard for years. 

CHAIRMAN WALSH: The resolution has been seconded. I 
might say that if we as members adopt the resolution, our action is 
subject to the approval of the Board of Directors of the Association 
before the resolution is presented to the United States Government. 
You have heard the resolution. 

. . . The question was put to a vote and lost . . . 
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CHAIR]MAN WALSH : We have a limited time only for dis- 
cussion. We cannot carry the discussion too far because of the time. 
What questions are there now that you would like to ask about this 
normal stock basis of Mr. Peloubet’s? 

HUGH G. DAVIS {Accountant, Honolulu Rapid Transit Co., 
Ltd , Honolulu, T. H.): May I suggest the mover of that motion 
read it again ? 

. . . Chairman Walsh re-read the motion . . . 

CHAIRMAN WALSH : Now what questions are there about the 
normal stock method ? 

ROBERT PIERCE {Treasurer, Briggs Manufacturing Co., De- 
troit, Mich.) : Should we consider the normal stock in the balance 
sheet as a current asset or as a fixed asset ? 

MR. PELOUBET : I think the answer to that is that unfor- 
tunately we work under certain conventions in accounting which we 
cannot change. Now under those conventions, any inventory is a 
current asset. As a matter of fact, and as a matter of principle, I 
think there is no doubt that the normal stock is a fixed asset, but I 
know one case where the company has an indenture under which 
bonds are issued, and they are required to keep a certain amount of 
current assets. 

Well, that company happens to be on a normal stock basis, but 
they are not permitted to show their normal stock as anything but a 
current asset. I think that is one of those cases where we have a 
more or less illogical accounting convention which has grown up, 
probably through the influence of bankers, and where the best 
thing to do is to state what the normal stock is. I would like to see 
the convention changed. I would like to see normal stocks taken as 
a fixed asset, but I do not think the time is right to do it now. We 
have years and years of education before us before that would be 
recognized. 

However, I am glad to start the ball rolling as it is correct in 
principle, I do not know whether that is a good answer to the ques- 
tion, but it is to the situation. 

J. C. METSCH {Cost Accountant, Lehn & Fink Products Co., 
Bloomfield, N. /.) : Is the inventory at no time changed as far as 
price is concerned? 
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MR. PELOUBET : Well, that is a question which can be divided 
into two parts. Usually inventory consists of our fixed minimum 
normal stock and some amount in excess of that. When operations 
are heavy you have more excess, and when they are down you have 
less, and you sometimes get down to your minimum. 

The price on your minimum stock would not change. Of course, 
if, as happened in 1932, the bottom drops out of prices for raw 
materials, anyone who carried a normal stock at a price of, say, 
1925, will have to make the balance sheet adjustment but it would 
not affect your income provided that your normal stock price 
never got below market. If it changed from a balance sheet point 
of view, that would only affect your surplus. I think that is the 
generally accepted view on it, and it has been agreed to by the Secur- 
ities and Exchange Commission in several issues in which this method 
has been used. 

I think it is much better to avoid the use of a reserve. When a 
reserve is applied to inventories to get the same effect as normal 
stocks, it has much the same effect on the Treasury Department as 
waving a red rag has on a bull. I think we ought to keep away from 
anything suggesting that we are using reserves against the inven- 
tories, because that is going to prejudice the use of this method as 
much as anything else, but it does have much the same effect as if 
you took your inventory first-in, first-out and made a reserve against 
it, but we do not want to put it that way. 

WILLIAM L. KEATING {Partner, Miller, Donaldson & Co., 
New York, N. F.) : Regardless of the merits of this proposal I 
think most of us hesitate to approve a resolution presented to us 
without sufficient opportunity for discussion, and I doubt very much 
that we have sufficient time for this discussion today. 

In the petroleum industry (one of the industries mentioned by the 
speaker) this matter has been under discussion for years. There 
they have the problem of carrying normal quantities of oil in pipe 
lines and in tanks (some with floating covers), and perhaps as much 
as any industry, they should favor this method. However, I under- 
stand they have never agreed upon going ahead with a resolution of 
this sort. 

The wool industry was mentioned as one which would come under 
this proposal, or it was suggested that it would. I doubt that it 
would. While wool is commonly considered as a basic commodity, it 
is not basic in the sense that quoted market prices are readily avail- 
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able for all the various kinds of wool in the various forms in which 
it can be purchased, such as unscoured and scoured wool, top, yarn 
or fabric, because raw material requirements of various mills will 
differ widely. Nor do you have really a minimum stock of wool in 
any woolen or worsted mill because there is a rapid processing of 
hundreds of different lots of various specifications as requirements 
dictate, for the two well-defined seasons each year. 

I would hesitate to approve this resolution, mild though it may be, 
because there may be the hazard of misunderstanding. The Bureau 
might feel that we, representing all cost accountants and not cost 
accountants of any one particular industry, were attempting to dic- 
tate at the time of a new tax law something which might give an ad- 
vantage to a particular industry. I do not believe we care to do that. 

It would be my feeling that cost accountants of some particular 
industry where this is an open and shut accepted rule, should go on 
record that this is something which the government has no right to 
dictate upon arbitrarily; perhaps another industry could do the same; 
and then we, as cost accountants representing all industries, would 
have a body of well-defined principles which we could accept. I think 
that the idea, while not new, has sufficient newness to it to warrant 
distribution of printed copies of the resolution and careful considera- 
tion of all members. Perhaps a committee could be appointed to 
make recommendations before we pass the resolution. Then, the 
weight and force of it would be sufficient to accomplish the purpose. 
An3rthing we could agree upon hurriedly today would be so hedged 
with weasel words that we would miss the point entirely. 

CHAIRMAN WALSH : I have observed in my experience that 
a good judge always listens to both sides, and then he tells the parties 
to submit briefs. I will be guided in my judicial decision by asking 
both sides to submit briefs. The suggestion made by Mr. Keating 
will probably be adopted by the Board of Directors of having a 
technical committee of the Association weigh this matter pro and 
con before we make and pass a resolution. 

I think this plan will be acceptable to Mr. Peloubet. He has just 
told me that it will be. 

I would like to continue this debate. It is the first time I have 
seen so much action in a long time. However, our time is getting 
short, and as we have some other information that you will be inter- 
ested in, I want to pass on to the next speaker whose paper deals 
with the control of inventories. 
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We have now brought to your attention some novel if not new 
methods of valuation. We hope to do the same thing in connection 
with the control of inventories. 

In looking for a speaker on the subject of control of inventories, 
we had a hard task. It was not by any means an easy matter to get 
someone to come here and tell you how inventory should be con- 
trolled. We were fortunate, however, in securing one of our own 
members who is an engineer. We had an engineer this morning, and 
we have an engineer this afternoon who has given over considerable 
time to a study of this subject. 

The speaker, upon being graduated from the Massachusetts Insti- 
tute of Technology, entered the business world in the field of pro- 
duction, and was actively engaged in the supervision of production 
and the improvement of production methods. Subsequently, he be- 
came associated with McKinsey, Wellington & Co., and in profes- 
sional practice has had a wide experience in this line of work. I 
think you will be quite interested in the subject of inventory control, 
because it is becoming increasingly difficult. I am happy to introduce 
Mr. Irvin Gerofski, one of our own members. 

PRESENT-DAY PROBLEMS IN INVENTORY CONTROL 

Irvin Gerofski 

Industrial Engineer, McKinsey, Wellington & Co., 

Boston, Mass. 

I BELIEVE that we may secure a better understanding of this 
problem of inventory control if we view it in relation to other 
elements which are part of the business structure. I wish that I 
could do this by giving you some indication of the size of inventory 
losses in relation to the total profit or loss in industry as a whole, or 
even in a particular industry. The reason that I cannot do so is the 
very reason that makes this question such a vital one. The absence 
of such data renders it difficult to portray the subject in its proper 
perspective, and this, undoubtedly, is responsible for the failure of 
inventory problems to attract attention in proportion to their im- 
portance. 

Subject Not New 

At this point it should be clear to most of you that my subject is 
not a new one. It is interesting to note that at the very first conven- 
tion of the National Association of Cost Accountants, held at At- 
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lantic City in 1920, Mr. Lybrand spoke of many of the same problems 
that I shall discuss this afternoon. Ever since, the publications of 
the Association have contained a liberal sprinkling of papers relative 
to inventories. My justification for bringing it up again, after six- 
teen years of continual treatment is, first, that management generally 
is yet to be convinced of the need for more concentrated study on the 
subject, but particularly because I believe that cost accountants have 
grasped only a fraction of the opportunities open to them in assisting 
and guiding management toward improved inventory administration. 
It is this point which I wish to dwell upon especially. 

I believe that many executives assume that the administration of 
inventories is essentially different from the administration of other 
phases of business activity. They frequently consider that the man- 
agement of an asset, once in the possession of the company, presents 
little possibility for savings comparable with economies which can 
result from improvement in operating effectiveness, or from the 
direct reduction of expenses. Now management of inventories is an 
important factor in business administration, just as management of 
plant operations, and is sometimes productive of even greater savings. 
It is possible to analyze inventory costs for the purpose of securing 
reductions in expense in much the same way that analyses are made 
for the cost of the labor, material, or burden elements of expense. 
Only rarely, .however, have accountants provided information to the 
executives in a manner which might be useful to them in studying 
the possibilities of profits accruing from a more scientific treatment 
of their inventory problems. 

Inventory Costs Often Overlooked 

No discourse which has any relation to standard costs, as this one 
has, would be complete without drawing the usual comparison be- 
tween the accountant who is concerned with the recording of history, 
and the cost accountant who wants to make history. But first, may 
I take the liberty to observe that even in the recording of history, 
accountants have not been altogether thorough and complete. There 
is frequently overlooked a category of expenses which do not make 
themselves evident in the inventory accounts and consequently are 
not ordinarily presented in such a manner as to establish the total 
amount of expense applicable to inventories. I refer to such items 
as interest on investment, taxes, insurance, space charges and han- 
dling costs. These are usually concealed among the manufacturing 
and selling expenses, and the failure to segregate those which are 
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applicable to inventories is undoubtedly responsible for the scant 
attention which they receive. 

In addition to these charges, which we may describe as costs of 
possession and handling, there are also costs of uncertain recurrence 
and amount, such as losses from spoilage, damage, theft, obsolescence, 
and price changes. While most accountants are quite meticulous in 
providing reserves against the accumulation of these inventory losses, 
they have devoted only meagre attention to the study of methods 
whereby such accumulations may be minimized. It is my hope today 
to point out the opportunities that exist for cost accountants and 
engineers in effecting such savings through the medium of studies 
and investigations which they are best qualified to conduct. 

Interest Cost with Respect to Inventories 

The mere possession of an inventory entails certain costs which 
continue as long as the inventory remains. First, there is the interest 
on investment. Now, it is not my intention to introduce here this 
premier of all controversies; we shall be well enough supplied this 
afternoon with controversial aspects of the subject at hand. 

I am reminded of a recent occasion when I had the pleasure of 
visiting the home of a member of an accounting firm. When I ar- 
rived I found that Junior, aged nine, had just returned from out- 
doors, bearing evidence of not altogether peaceable playtime activ- 
ity. It seems that he had been engaged in a rough and tumble fight 
with the son of a member of a rival accounting firm. 

I was very much amused by the admonition which Junior received 
from his mother after he had explained to her the cause of his en- 
counter. She said, there are three things whidi a gentleman 

just does not argue about: first, he does not argue about his religion; 
second, he does not argue about his politics ; and third, he does not 
argue the subject of interest as a cost.” 

Now in the early days of my industrial experience, any mention 
of the subject of interest as a cost used to evoke quite a response; 
but as I have grown older I have become more tolerant of the ideas 
of other people, heretical as they may be. Nevertheless, while the 
subject of interest as a cost is not involved in today’s discussion, 
there is a very practical aspect of the matter that we should consider. 

If you have inventory as an asset on your balance sheet, and if 
on the other hand you have any liabilities in the form of bank loans 
or bonded indebtedness, you must concede that inventories do incur 
interest cost at least to the extent to which they are responsible for 
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such liabilities. In other words, if by proper inventory administra- 
tion you could reduce your inventories by a given amount, you 
thereby reduce your indebtedness by an equivalent amount. Obvi- 
ously the interest on such indebtedness must be attributed to the 
possession of inventories. 

Other Costs of Inventories 

There are other elements of cost such as insurance and local prop- 
erty taxes, which represent real, out-of-pocket cash expenses. In 
addition, there are space charges, that is, charges for heat, light, 
building maintenance, and the like, or rent actually paid. The atti- 
tude of a good many industrial managers is that many of these 
inventory expenses will remain, regardless of any reduction in total 
inventories. When you tell an executive that his inventories are 
costing him eighteen per cent of value per year, he is likely to feel 
that a good portion of that eighteen per cent is fixed cost which is 
not reducible through reduction of inventory. Such conclusions 
usually develop as a result of inadequate cost information. 

Space Charges 

Let us consider, for example, the item of space charges. Unless 
space is being rented and actual cash payments are being made for 
the rental, there is a tendency to minimize the importance of space 
charges. The common attitude is that these charges exist whether 
the space is occupied by inventories or not, and that consequently no 
gain would be realized by a reduction of the size of the inventory. 
In a large number of cases, however, the release of space occupied 
by inventories would result in cash savings. 

In many instances it will be found that a company is renting space 
for manufacturing or for other purposes, and that a reduction of 
inventories would have made it possible to relinquish such rented 
quarters. In other cases space could be made available for expansion 
or rearrangement of plant and equipment which was very much to 
be desired, but which was being prevented through the lack of avail- 
able space to carry out such projects. 

It seems to me that it would be entirely reasonable to place the 
annual out-of-pocket cash cost ascribed to the ownership of inventory 
at ten per cent of the value of the inventory. Thus if you have an 
inventory of $100,000 value, you are probably incurring an annual 
cash expense of $10,000 per year, if your inventory and your general 
conditions are representative or average. 
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I know that it is dangerous and altogether misleading to deal with 
averages, and it would certainly be folly for any of you to proceed 
on the basis of such average figures. Each company must of neces- 
sity make its own computation and determine its own cash cost. 
Some of you have nearly ideal conditions with respect to all of these 
elements of cost. In some states the tax element may be very low ; 
some products might require little or no insurance. But there are 
others where the cost would run very much higher than the figures 
I have indicated, and where the inducement for reduction of inven- 
tory is even greater. 

Losses from Depreciation, Obsolescence, Deterioration, Etc, 

The costs which I have discussed thus far are those which exist 
even under perfect administration and management of inventories. 
In addition, there are such costs as arise from, physical depreciation, 
deterioration, obsolescence arising from style changes, and losses 
from damage and theft. For these elements of cost, I can do no 
better than cite a few examples. Obviously, there can be no such 
thing as representative costs for such items, as not only will the 
character of the business and industry influence them, but more espe- 
cially the competence with which the inventory is managed. 

One manufacturer of machine tools suffered a loss of six per cent 
of the value of all the products which he manufactured over a period 
of ten years. This loss was due largely to obsolescence. Another 
company in a similar period suffered a loss of nearly $3,000,000, and 
while this represented less than one per cent of the cost of goods sold 
during that period, subsequent analysis showed that two-thirds of 
this loss could have been avoided. I think that it must be clear to 
all of you that great hazards are encountered in industries which 
have any style element. Shoe manufacturers, especially manufac- 
turers of women’s shoes, must be especially alert if they are to 
prevent disaster through inventory losses. The manufacturers of 
leather, garments and other clothing are in continuous jeopardy from 
the effects of style changes. Manufacturers of ink must change the 
style and design of their containers at intervals. Even kiddie cars 
are streamlined. 

Concerned with Factors in Developing a Control System 

It is not my purpose to present a disquisition on the subject of 
stock records and their benefits. The subject is already quite well 
known and the arguments for some mode of control through records 



196 


SESSION IV 


have been presented in writing and in speech many thousands of 
times. Those who are not yet convinced will certainly not be moved 
by any discourse of mine this afternoon. I think that I can make 
a much better contribution to the cause of inventory control by mak- 
ing a plea for more and better cost accounting as an aid to the con- 
trol of inventories. Furthermore, most of you are well acquainted 
with many of the stock record systems in common use, so that I 
need not bore you with the details and mechanics of inventory con- 
trol. The routine of operation of these plans can be made as simple 
or as complex as circumstances require, and if the plan is suitably 
designed to fit the business in which it is to operate, the expense of 
operation should be quite insignificant in comparison with its value. 
I think I can do much better by outlining to you some of the factors 
that should be considered in planning and developing a control 
system. 

Reaso7ts for Lack of Emphasis on Inventory Problems 

I wish to emphasize one thing which has been partly responsible 
for excessive inventory costs and losses, and that is a lack of empha- 
sis on inventory problems as such. Management will generally insist 
upon complete data and accurate calculations in cases where purchase 
of equipment or improved methods are involved, before arriving at 
important conclusions. 

Very frequently, however, insufficient thought is given to the bal- 
ance between inventory costs and increased manufacturing costs. 
Manufacturing lot quantities are established without striking a 
proper balance between savings which accrue from large quantity 
lots and inventory costs which accrue from the ownership of the 
inventories thus produced. Inventory costs deserve measurement 
and scrutiny as precise as that which is accorded manufacturing 
costs. When manufacturing convenience comes in conflict with wise 
inventory administration, it is the latter which suffers. This is so 
because the manufacturing case is well fortified with cost and other 
data, while inventory costs are seldom so completely established. 

Service to Cicstomers and Low Inventories Do Not Conflict 

Frequently also we have an apparent conflict between the neces- 
sity for providing good service to customers and the desire to main- 
tain inventories at a low level Needless to say, the customers always 
win out. There is no real reason, however, why this conflict need 
exist, as service to customers and low inventories can exist together. 
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In the course of a recent study of cost accounting procedure winch 
I made in a leather tannery, an interesting illustration of undue em- 
phasis on service was brought to light. The products comprised a 
large number of kinds and colors of leather, and most of the items 
in the line had a relatively short style life. The quantities which were 
put into production, however, were always governed by a so-called 
economical minimum quantity, below which it was considered to be 
unprofitable to manufacture. There is always a certain amount of 
waste, more or less fixed in amount, which occurs when changing 
colors in the manufacturing process. In order to minimize the effect 
of this waste, quantities were processed without due regard for the 
sales possibilities of each kind and color of leather, with the result 
that large quantities of finished items found their way into finished 
goods stock, and these could be dislodged only by offering them at 
great sacrifices in price. 

Of particular note in this instance was the fact that this company 
had in operation a complete and up-to-date stock record system, 
which provided the management with all essential information re- 
garding the inventories and movements of each item. The company, 
however, had fallen into the error of assuming that the installation 
of a stock record system would manage its inventories, just as many 
executives once made a similar mistake in supposing that the instal- 
lation of a wage incentive plan would of itself control and reduce 
costs and eliminate labor troubles. The efiEectiveness of the system, 
however, was very much reduced through failure of the management 
to make proper use of the information which the system provided. 
This was due to the fact that the cost department failed to provide 
certain essential information. While it was obvious that heavy con- 
tinuous losses were being sustained through the mark-down of items 
which had become obsolete, it was nevertheless assumed that any 
change in the manufacturing procedure would be even more costly. 
When a study was made to ascertain the facts, it was found that the 
presumed minimum manufacturing quantities could be reduced in a 
large number of instances, and that the accompanying increase in 
manufacturing costs was only a fraction of the possible saving 
through reduction of losses from obsolescence. 

Budgeting Inventories 

Budgeting of inventories is one of the most effective methods for 
the establishment of inventory control. A large number of com- 
panies have carried the principles of budgetary control to the great- 



198 SESSION IV 

est degree o£ refinement in the control of manufacturing operations 
and selling expenses. A budget can be used equally effectively in the 
control of inventories. The starting point is a forecast of sales, 
exactly as in the case of the establishment of a manufacturing budget. 
The next step is to translate the sales schedule into production re- 
quirements. If the character of the business is reasonably stable, 
this is a relatively simple process, but in the case of companies which 
experience considerable fluctuation of selling volume with various 
seasons, the problem becomes considerably more complex. To begin 
with, a balance must be made between the feasibility of permitting 
manufacturing operations to fluctuate with sales, and the feasibility 
of building up inventories during periods of low sales volume to 
apply against the heavy demands of later seasons. 

A problem of this kind can become truly difficult, as there are 
often many variable factors to be considered, some of which are often 
indeterminate. The frequency and cost of equipment setup is one of 
those factors. If a reliable sales forecast is available, a long range 
program can be developed which will insure a proper supply of goods 
when required. 

How the Soles Forecast Is Used for Inventory Budgeting 

In a blanket mill this was accomplished by preparing a forecast 
by various items manufactured for a period of several months in 
advance. This sales forecast was shown cumulatively by months, 
and against this forecast was recorded, for each item, the actual 
cumulative sales for the corresponding month. This made it pos- 
sible for the management to determine necessary changes in the sales 
forecast. A production schedule was then developed with several 
points in view: first, to have the proper items on hand at the time 
that the sales forecast indicated that they would be required ; second, 
to plan the use of manufacturing facilities in a manner which would 
utilize them to the greatest extent at periods of greatest sales activ- 
ity; and third, to consider the desirability of carrying inventories in 
order to make possible longest production runs of a single item in 
order to obtain the attendant favorable costs by reducing the number 
of loom changes. 

I should remark here, however, that forecasts prepared by the sales 
dej^rtment should be subjected to some moderating influence before 
they are actually used for the budgeting of inventories. By nature 
and temperament, the accountant is generally best qualified to apply 
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the dose of pessimism which is needed to balance the enthusiasm of 
the sales department. 

Engineering 

If w^e accept the premise that potential savings resulting from im- 
proved management of inventories can be as important as those 
arising from improvement of manufacturing operations, it follows 
that time and effort should be devoted to these problems comparable 
to that which is applied to manufacturing problems. If the cost 
accounting division can point out the advantages of such engineering 
work, not only with respect to possible reductions of manufacturing 
costs, but also with respect to important savings in inventory costs, 
a more powerful inducement will exist for embarking upon such a 
program. 

Standardization and Simplification Effect Inventory Reductions 

For many years cost accountants have been bringing to the atten- 
tion of plant executives the advantages of simplification and stand- 
ardization of product, and the consequent saving in manufacturing 
costs. Generally speaking, manufacturing personnel has accepted 
the principle of simplification and has striven to reduce, as much as 
practicable, the different number of items in a given line. 

The case for simplification could be made much stronger by demon- 
strating the possible savings in the handling and control of inven- 
tories, especially savings in obsolescence, which would result from 
such a simplification program. Those of you who have purchased 
automobiles this year have unquestionably noticed the marked reduc- 
tion in total number of models which the manufacturers have de- 
signed ; also the marked reduction in prices in comparison with pre- 
vious years’ models. There is a very definite relationship between 
the two, and the effect of such simplification upon inventory costs is 
not one of the least important factors which contributed to these 
reduced prices. 

One truck company has just completed a new engineering program 
which comprises only thirteen different models, which will replace 
thirty-two models in the old schedule. Furthermore, several of the 
major units such as engines, axles, and transmissions, are inter- 
changeable among several of these thirteen models. As a result, a 
smaller total number of parts will be necessary, with attendant reduc- 
tions both in the size of inventories and the losses resulting from 
obsolescence. 
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Engineering and Inventory Costs 

One of the causes for much of the obsolescence of material which 
one company has experienced, has been a failure to give adequate 
consideration to proposed design and engineering changes before 
they are permitted to take effect, with the result that large quantities 
of parts have been rendered obsolete because new specifications were 
made effective before inventories of superseded parts were exhausted 
This is an example of common procedure in many companies, and 
exists only because no satisfactory coordination has been established 
between the engineering department and the stock control department. 
If the latter had been given an opportunity to show the effects of 
any proposed engineering changes, much of this loss could have 
been eliminated. 

In the mechanical industries one frequent cause of obsolescence is 
failure to give adequate testing to new products before permitting 
them to go into production. Some very heavy losses of inventory 
have been experienced as a result of failures and weaknesses dis- 
closed after the product has gone into the hands of the consumers. 
These, of course, require immediate correction, and any inventory of 
parts affected by such redesign becomes worthless. In many indus- 
tries there is a tendency to rush new designs through to the produc- 
tion stage at the earliest possible date, or stated in another way. 
the time allotted for development, design and tool making, is not 
adequate. This has been especially true of the radio and the mecha- 
nical refrigeration industries, but all mechanical industries have suf- 
fered in this way to a certain extent. 

Manufacturing Methods 

Fortunately, the activities of the methods engineers, although usu- 
ally directed towards improvements of, and reduction in, manufac- 
turing costs, usually has a beneficial result with respect to the inven- 
tory. In one knitting mill, manufacturing men’s fancy hose, there 
was an inventory of yam which comprised 600 different items. The 
main reason for such a large number of different items was due to 
the fact that many different colors of each yam were employed, and 
these colors were all kept in stock so as to be available when required. 
For the sake of manufacturing convenience it was decided to stock 
these yams in the grey, and to dye them only in accordance with 
production requirements. The incidental benefit in the reduction of 
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obsolescence of yarn inventories far outweighed the disadvantages to 
manufacturing. 

Planning and Schediding 

The accomplishment of such a purpose, however, involves the es- 
tablishment of suitable planning and scheduling procedure. As a 
matter of fact, the introduction of suitable planning and scheduling 
methods is one of the most, if not the most, effective means for 
reducing the amount of raw stock and work-in-process on hand. In 
no other way is it possible to establish raw stock and work-in-process 
inventories at a minimum level In the case of the knitting mill 
which I have just cited, it was possible to eliminate stocks of colored 
yarns only because planning and scheduling was introduced. Obvi- 
ously, if the production program was not to be disrupted, some plan- 
ning had to be done in order to see that the necessary quantities of 
all yarns were available when needed. 

An outstanding accomplishment resulting from the introduction 
of planning and scheduling methods occurred in a plant which man- 
ufactures machine tools. The company had had some sorrowful ex- 
periences in the past because of an uncontrolled manufacturing pro- 
gram which led directly to alarming losses from obsolescence. In 
order to avoid duplication of these disasters, the management decided 
that no part would be manufactured or purchased unless required 
for authorized production. Thus, if twelve machines were authorized 
for production, parts could be manufactured and purchased only for 
those twelve. This system was somewhat more drastic than it was 
intelligent. While it did accomplish its main objective, that is, the 
elimination of obsolescence losses, it had the effect of increasing 
the work-in-process inventories. This was so because some parts 
required a much greater period of time for manufacture or pro- 
curement than others, with the result that although large quantities 
of material and parts were on hand, they could not be employed in 
assembly until all other parts were available. 

The real solution proved to be the establishment of planning and 
scheduling methods which took into consideration the var3dng inter- 
vals necessary for the various manufactured and purchased parts. 
Expressed in a most elementary form, the idea was to plan produc- 
tion and purchasing so as to have everything available on a given 
assembly date, rather than to start everything on a given date without 
regard to the respective time intervals required for their completion. 
Although parts orders in many cases were released for far greater 
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quantities than was indicated by the authorized assemblies, work-in- 
process inventories diminished in size and the risk of obsolescence 
was not increased. 

Turnover 

A common method which is employed for the control of inventory 
quantities is through the calculation of turnover rates. The turnover 
provides an indication of the rapidity of movement of the inven- 
tories. Mathematically, it is expressed as a ratio of the value of 
merchandise moved during any given interval of time, to the average 
value of the inventory during the same interval. It is a measure of 
the effectiveness of utilization of capital in inventory. 

A single overall turnover rate for all inventories in a company’s 
possession, however, is not of any particular value to the manage- 
ment. It is somewhat analogous to a net profit and loss figure, which 
possesses a certain element of historical interest, but is relatively 
useless as a guide in the management and direction of its business. 
In order to uncover dormant items, it is necessary to have an analysis 
of the overall turnover rates which will permit observation and con- 
trol of the various elements of the inventories. 

An indiscriminate and forced increase in turnover rates, however, 
may cause more harm than good and may create expenses and in- 
crease cost in other directions which are not warranted. Here again 
it is the cost accountant who must balance the various advantages 
and disadvantages of increasing turnover, and determine the most 
desirable rate of turnover. To safeguard against the possibility of 
failure of sources of supply may often be more important than to 
secure a high inventory turnover; similarly, a possible gain from 
long-term contract commitments for staple materials frequently pre- 
sents advantages that outweigh savings in inventory costs. This is 
not always true, however, and the inventory costs should be care- 
fully balanced against the savings before such commitments are 
made. 

Another important possibility which is frequently overlooked is 
the loss attending high labor turnover. Where the business is sea- 
sonal it would be a mistake to strive for maximum turnover without 
regard to the effect upon the employment of labor. If the manufac- 
turing program is made to follow closely the variations of a widely 
fluctuating selling season, it follows that labor turnover must be cor- 
respondingly high. Labor turnover costs are much higher than is 
generally supposed, and while they vary in different industries it is 
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not unusual to find such costs amounting to more than $100 per 
person. 

Disposal of Obsolete Inventories 

The best operation of a stockroom requires the proper disposal of 
all raw materials and parts which have been determined to be obso- 
lete. There is a tendency to keep items on hand long after there is 
any possible use for them, with the result that space must be pro- 
vided, and they must be handled and inventoried for several succes- 
sive years, thus incurring substantial avoidable expense. Many of 
the difficulties which exist in the operation of a stockroom arise from 
the presence of obsolete and slow-moving items which consume stock- 
room areas and incur clerical, handling and inventory costs which 
are out of proportion to their sales activities. 

It is generally quite difficult to convince executives that they may 
incur certain substantial expenses if they do not make proper dis- 
posal of useless inventories. Handling and storage charges are fre- 
quently looked upon as being too intangible to be reckoned as actual 
or even as potential costs. 

I know of one case where $600,000 worth of an inventory of me- 
chanical parts was moved from one location to another four separate 
times, in order to make space and facilities available for more active 
items, and this was done at a cost of many thousands of dollars. The 
ultimate realization from this inventory, exclusive of its scrap value 
when it was finally disposed of, was only a few hundred dollars. In 
spite of the fact that the obsolete character of this inventory was 
fully appreciated by the management, it had been retained in the 
hope of realizing some income from sales, but no study had ever 
been made to determine how costly such sales could be. 

Methods 

A study of methods and procedure as related to the management 
of inventories is generally productive of favorable results. One such 
investigation, which was made in connection with branch inventories 
of service parts of a company which manufactured a mechanical 
product, proved to be especially valuable. The chief factor which 
governed the policy of the company was service to customers, and in 
pursuance of this policy a complete line of service parts was main- 
tained at each branch. In many cases items were kept in stock at 
branches in order to serve an extremely occasional demand. Many 
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of these items were quite expensive and the aggregate in all the 
branches represented a substantial investment in inventory. 

An analysis was made in order to determine the relative activity 
of the various service parts. Those which had only an occasional 
demand, amounting to perhaps one unit per year or less, were with- 
drawn from the branches and stocked only at the factory. In cases 
of emergency, orders were telegraphed and shipments expressed 
from the factory, but these extra costs were entirely warranted by 
the savings in inventory costs. Other service parts which had some- 
what greater activity, but still in the slow-moving category, were 
reviewed for the purpose of reducing the quantities held at the 
branches. In one case where the branch was near enough to the 
factory to make possible overnight deliveries by freight, it was found 
to be worthwhile to install teletype service between the two points, 
so that orders could be immediately transmitted to the factory on 
receipt at the branch, and be delivered to the customer the next 
morning. The expense of teletype service was justified by the reduc- 
tion in branch inventories, and the attendant saving in handling and 
other inventory costs. 

Physical Care and Condition of Inventories 

One very important aspect of inventory control is the physical 
care of stocks. This is an element which requires long and careful 
training on the part of the personnel both in the storerooms and in 
the manufacturing departments, so that employees may develop the 
idea that inventory is money and that it should be treated accordingly. 
Perhaps the most effective manner in which this can be done is to 
insist rigorously upon the greatest possible degree of neatness and 
orderliness. The risk of loss or damage can be overcome only with 
the most scrupulous care in the handling and storage of material. 

Where carelessness is permitted, materials and parts become scat- 
tered on floors, benches and out-of-sight locations, with the result 
that much labor is frequently expended in searching for lost articles, 
and much that is valuable is swept up by the janitor. In the stock- 
rooms, systematic arrangement is necessary if the stock department 
is to give good service to the manufacturing division, and if it is to 
do so at a reasonable cost. Executives sometimes question the justi- 
fication of spending money to keep plant and storerooms neat and 
orderly. If they ever had occasion to calculate the cost of searching 
for a single missing part, or the cost of service prestige through a 
delay in delivery resulting from such loss, or the cost of stopping a 
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manufacturing operation for thirty minutes while a search was being 
made for necessary materials, they would find that a very small num- 
ber of such incidents would pay for a tremendous amount of good 
housekeeping Other losses which are avoided through proper hand- 
ling and care are the evaporation and deterioration of fluid materials, 
the scratching and marring of fine finished surfaces, and the rusting 
of metals. 

Influence of Accounting Methods on Control of Inventories 

One more phase of this subject remains: the use of standard costs 
in inventory valuations and in the preparation of financial statements. 
Standard costs is a favorite topic of mine, and I welcome this oppor- 
tunity to discuss it in relation to inventory control. If you will have 
patience with me for a few moments, I promise not to bore you with 
a repetition of the usual theme on the propriety of applying standard 
costs to inventory values. Most of us are familiar with the argu- 
ments. The truly representative cost is one which has been predeter- 
mined on the basis of normal, attainable operating performance. The 
so-called actual costs are not actual costs at all; they are merely 
averages of past experience, and include not only the cost of manu- 
facture but also the cost of avoidable and unnecessary waste, losses, 
and mistakes For this reason, actual costs are more often than not 
improper costs. 

I believe that we may start with the premise that certain costs are 
determinable accurately in advance, and that in so far as we confine 
ourselves to costs that are amenable to precise advance determination, 
such costs are the best that possibly can be employed. 

Labor costs may be predetermined to a high degree of accuracy, 
burden costs may likewise be scientifically determined, and material 
usage allowances are similarly subject to precise measurement. It is 
clear, then, that any variation from standards for these elements 
must be due to sub-standard performance, and represents not a part 
of cost but a definite loss attributable to some failure of operation. 
There seems to be no logical reason, therefore, why inventories 
should be inflated in value by inclusion of such losses. It would 
seem that the better procedure is to charge these losses in the months^ 
in which they are incurred. 

It has always been a matter of regret to me that the acceptance ol 
standard costs in many quarters has depended not so much upon the 
logic of the situation, as upon the fact that the differences between 
standard cost and actual cost have so frequently proved to be negli- 
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gible. It is this point of view which was responsible for a great deal 
of dissatisfaction with many standard cost procedures during the 
early years of the depression, when commodity prices in many indus- 
tries fluctuated so widely as to cause serious error in many of the 
financial statements developed from a standard cost basis. 

Material Costs Need Special Treatment 

While standards for labor, burden, and material usage should al- 
ways be possible of sufficiently precise determination to be used for 
balance sheet purposes, I think that a different attitude may well be 
taken with respect to raw material prices. These are not subject 
to similar accuracy of estimate, as there are involved too many exter- 
nal factors whose influence cannot be accurately determined in ad- 
vance. Furthermore, I think it is fair to draw a distinction between 
variations due to sub-normal manufacturing performance, which as 
I have already explained should be directly charged as expense in the 
month in which they are incurred, and variations arising from non- 
manufacturing activities such as purchasing. 

Even if we were able to apply the same degree of scientific preci- 
sion to the determination of raw material prices, the question might 
still be raised as to whether such variation should be treated in a 
manner similar to those arising from manufacturing processes. Apart 
from this, however, it is certainly reasonable to question the propri- 
ety of including in cost and in inventory values, an element which 
depends so much upon the accuracy of a price forecast, and so little 
upon scientific determination. It seems to me, therefore, that it is 
necessary to adapt the common standard cost procedure to such cir- 
cumstances. If this can be done, we may retain all of the advantages 
of standard costs, and eliminate the objections which in my opinion 
have been justifiably raised because of the effect that the usual pro- 
cedure has had upon inventory valuation. 

We should carry inventories at standard values, wherever possible, 
in order that physical verification and control through the books may 
be simplified. The inventory values shown on the balance sheet, how- 
ever, should in my opinion conform to the usual formula of the 
lower of cost or market. While it is true that no serious objection 
can be raised against showi^ balance sheet values for purchased raw 
material at standard, where there is not too great a discrepancy be- 
tween standard values and the lower of cost or market, still there 
are cases where an inventory shown at standard values on the bal- 
ance sheet would represent a serious distortion of true values. This 
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has actually happened in many cases where market prices of raw 
materials were either increasing or decreasing rapidly, and where it 
was not practicable to change standards frequently enough so that 
standard values would conform to current conditions. 

Treatment of Inventories in Statement of ProUt and Loss 

The expressed purpose of the last-in, first-out method and the 
normal stock method of handling inventory is to show income in rela- 
tion to current operations rather than in relation to fluctuation of 
inventory values. The general idea is to safeguard the management 
against adopting selling price policies which accrue a profit on the 
basis of original material costs but which would show no profit on 
the basis of replacement costs. 

I prefer, however, to attack the problem from a slightly different 
point of view. There seems to be an element of paternalism on the 
part of cost accountants and engineers when they establish methods 
designed to protect management against its own frailties. In my 
opinion, the management should be given information in such form 
as to enable it to discern the various factors contributing to its profit 
and loss situation, but nevertheless leave it free to make its own deci- 
sions and establish financial policies without such restraint as that 
imposed by ultra-conservative financial statements. 

I suggest, therefore, that some procedure be adopted whereby the 
management is apprised of the influence of market fluctuations on its 
statement of profit and loss, that is, separate the results from opera- 
tions and from market fluctuations in price. This, the normal stock 
method, and the last-in, first-out method do not do; they merely 
minimize the influence of market fluctuations on profit and loss. 

While the idea of leveling the effect of market fluctuations is com- 
mendable, we must recognize that every leveling process introduces 
a distortion of facts. If all industry could be induced to adopt such 
procedure, we might have as a result a stabilizing influence which 
would be a very good thing for our economic system, but under con- 
ditions that exist now and that are likely to exist for some time to 
come, there seems to be little justification for instituting a crusade 
against the effect of market fluctuations at the expense of distortion 
of facts in the financial statements. 

Purchase Price Variance 

Now the standard cost system will go a long distance toward ac- 
complishing a separation of market influences from the statement of 
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profit and loss, and this plan has been used by a large number of 
companies very successfully. In the ordinary business where market 
fluctuations are not serious, there probably does not exist a more 
satisfactory or more simple system to operate. Even where fluctua- 
tions of material prices do exist, it is possible to disclose the influence 
of changes in market values through the variance accounts which 
show the differences between the standard cost established and the 
actual market prices paid for raw materials. Ordinarily the differ- 
ence between standard cost and actual cost is charged or credited to 
the variance account at the time the purchase is made. If the actual 
price paid is greater than standard the difference is taken as a loss in 
the month in which the purchase is made, and contrariwise, if the 
price paid is less than the standard, the difference is taken as the 
profit in that month. 

This practice, however, does raise some objections because if pur- 
chases in a given period are greatly in excess of consumption for 
that period, and if the difference between standard and actual cost is 
appreciable, we can have conditions where inventory values and in- 
come statements will suffer distortion. 

It is possible, however, to develop a treatment of inventory and 
variance accounts whereby the distortions will be eliminated. I have 
already pointed out the distinction between variances arising from 
abnormal labor and burden costs, and those resulting from price fluc- 
tuations. It is these latter which I wish to consider. 

Reserve for Purchase Price Variance 

Instead of carrying the difference between standard and actual pur- 
chase cost to profit and loss for the current period, we may charge 
or credit a reserve account instead. Thus if the actual cost of a 
commodity purchased is greater than the standard cost, we may 
charge the difference to a reserve for purchase loss or gain, and 
retain that difference in the reserve account until the goods are sold, 
at which time the reserve account may be credited for an amount 
equivalent to the variance applicable to the material content of the 
goods sold. If the standards have been properly chosen, the gains 
and losses will tend to offset each other, so as to result in only a 
small balance, either credit or debit, in the reserve account at the 
end of a given period. If, however, the trend of market prices is 
such as to create a substantial debit or credit balance, no particular 
harm is done by permitting this balance to remain in the reserve 
account as its only effect is to adjust the inventory account, which is 
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at standard values, to actual cost values. Similarly, the profit and 
loss statement will be on a proper basis as amounts will have been 
transferred from the reserve account to a purchase loss or gain 
account representing the variances applicable to goods sold. 

If the balance in the reserve account becomes too great, and the 
prospect of offsetting balances is somewhat remote, standards may 
and probably should be changed. This procedure may also be car- 
ried out at the end of a fiscal year if standards are to be changed in 
anticipation of changes in market, regardless of any balance that 
may exist in the account. If, at the end of a fiscal year, the market 
value of goods in inventory is below cost, and it is desired to adjust 
the inventory values to market, this may be done by crediting the 
inventory account for the amount of such reduction, and instead of 
the offsetting debit being carried entirely to profit and loss, this re- 
serve account may be debited with such portion of this adjustment 
as does not exceed the credit balance in the account. 

Accounting for Speculative Operations 

There are some industries, and certain conditions, however, which 
impose such severe requirements that the ordinary standard cost 
procedure is still somewhat inadequate, and does not show all the 
facts as completely as may be desired. Such industries are those 
which employ raw materials which fluctuate in price very widely 
from day to day, and include such commodities as copper, rubber, 
animal and vegetable fibres and leather. This is also true in indus- 
tries where speculation in raw materials constitutes an important 
element in the business. Some industries, as a matter of fact, make 
relatively little profit from manufacturing and selling operations, 
and sometimes even incur a loss from operations over a long term 
of years, but through clever purchasing of raw materials are able 
to show very substantial profits. 

This has been true in many textile mills. One large New England 
establishment of which I know, operated for a period of fifteen years 
making very handsome profits and pa3dng liberal dividends, chiefly 
because of the ability of the men who were charged with the respon- 
sibility of purchasing cotton. An analysis of operations, however, 
would have disclosed that the entire manufacturing establishment, 
comprising several mills scattered throughout New England, had 
actually incurred losses for probably every year of that period. If 
those circumstances could have been anticipated, it certainly would 
have paid the owners of that establishment to confine their activities 
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entirely to speculation in the cotton market, and to save an invest- 
ment of many millions of dollars in plant. 

In these industries which we are discussing, if a rise in price 
occurs in the basic commodity, there may also be a rise in price in 
the fabricated article. Usually, however, there is no definite rela- 
tionship between the two. In the case of the leather industry, for 
example, hides may experience an increase in price and remain at 
the new upper level for a considerable period of time before the 
price of finished leather increases. Even then, the amount of increase 
in the price of finished leather is not generally comparable to the 
increase in the price of hides. 

If in all these cases it were possible to hold the market price of raw 
material at a constant level, then obviously any fluctuations in the 
price of the finished commodity must be due either to internal man- 
ufacturing conditions which influence costs, or external competitive 
conditions; in any case, conditions which fall within ordinary oper- 
ating circumstances. In other words, if we buy raw copper at eight 
cents, and two weeks later sell an article fabricated from that cop- 
per, and the market for raw copper has not changed during the 
interval, we may then assume that any profit or loss accruing from 
that transaction is purely operating profit or loss. On the other hand, 
if the market for raw copper has changed during the period, then 
there is always the probability that the price of the finished fabri- 
cated article has been influenced by that change in the copper market, 
and consequently that profit and loss includes an element of specula- 
tive profit or loss. 

Separating Operating and Speculative Profits and Losses 

We can, however, secure a figure of operating profit and loss by 
assuming that the raw material cost of goods shipped is calculated 
at the prevailing price for such raw material on the day of shipment 
of the finished goods. Thus if our copper price has increased to ten 
cents in the two-week interval, the material cost of any article shipped 
at the end of that time will be calculated on the basis of ten-cent 
copper. This means that the cost of goods shipped will have to be 
figured at two different material prices. At the end of the month it 
will be possible to accumulate the difference between the prices ac- 
tually paid for the raw material content of goods sold, and the re- 
placement cost prices on the day of shipment of finished articles, 
thus giving a division between operating and speculative profit and 
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loss. This may be shown in the form of a notation on the profit 
and loss statement. 

We have then all of the essential information which the manage- 
ment may desire with respect to the division of profit or loss between 
operations and speculation. Knowing this, it can if it desires con- 
duct the affairs of the company in accordance with the results of its 
operations, and if any profits accrue from the speculative enterprises, 
it may permit them to remain in special accounts and provide against 
the time when speculative losses will be suffered. 

If I may be permitted, I wish to say a word with respect to the 
resolution which has been presented by Mr. Peloubet to this conven- 
tion. I believe that it would be much more appropriate if such a 
resolution were considered after a very full and free discussion of 
the problem at hand. 

As has been pointed out already, limitation of time has made im- 
possible an adequate presentation of all of the important points, and 
a complete discussion of them in the session this afternoon. It seems 
to me, therefore, that we should consider carefully the importance 
of committing the Association to a matter of this kind without 
thorough and complete consideration. 

Furthermore, I think that we should consider also the fact that 
the Association has a membership of between five and six thousand 
persons, of which only a few hundred are present. For that reason, 
also, it seems to me only proper that we should defer judgment upon 
the proposed resolution. 

CHAIRMAN WALSH: Unfortunately, because of our limited 
time we shall have to eliminate any discussion of Mr. Gerofski's 
paper. 

Someone has sent a note to the desk referring members to the Year 
Book of 1924 if they wish information about burden applied to 
inventories with respect to space and the like. 

We have one more talk on the subject of inventories, and we are 
going to have to ask the last speaker to be a sort of mediator, so to 
speak, between the two stands taken on valuation of inventories. 

Our next speaker is a man who has had academic training, and is 
able to look at this subject from that view, and he has also had prac- 
tical training and can blend his practical experience with his academic 
training. 

He was graduated from the University of Michigan in 1920 and 
taught at that university. Subsequently he taught in the University 
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of Iowa, and later went to Harvard where he is now teaching in the 
Graduate School of Business Administration During his career. 
Professor Ross Walker, who is to be our next speaker, has acted 
as Executive Officer of textile mills in New England, and has advised 
as counsel to these mills. So I am going to ask Professor Walker 
if he will give us his opinions about inventory valuation. 

I take pleasure in introducing Professor Ross Walker of the 
Harvard School of Business Administration. Professor Walker. 


SOME FINANCIAL QUESTIONS IN INVENTORY 
VALUATION 

Ross G. Walker 

Professor of Accounting, Graduate School of Business 
Administration, Harvard University, 

Boston, Mass. 

B ecause of the time available, I am going to attempt only a 
few rambling remarks on the use of normal stocks in connec- 
tion with the reporting of net income. I shall not take much of your 
time. 

As you know, the National Lead Company has been reporting on 
the normal stock basis for a good many years. If I am not mistaken, 
they began accounting for net income on this basis for the year 1914. 
Prior to that year, the reports of this company to its stockholders 
were on a conservative basis equivalent for all practical purposes to 
the use of so-called normal stocks in the determination of operating 
return. 

The International Harvester Company, if my memory is right, 
began to report on what is equivalent to the normal stock basis in 
the year 1917. However, the dates, although important, are of 
course not the crux of the matter. 

If I have read the Year Book of the company correctly. Swift and 
Company first undertook to apply the base stock principle in report- 
ing net income in the preparation of its accounts for the year 1934. 
The reserve for inventory price decline reported by this company as 
of the close of 1935 stood at some sixteen millions against a total in- 
ventory of something short of a hundred millions. The Swift and 
Company reserve for 1935 was a little less than half the profits which 
would have been reported under our conventional first-in, first-out, 
or chronological method. 
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Inventory Price Adjustment and Reported Net Income 

There is one fact about Swift and Company which is certainly 
worth calling to your attention. This company reports the price ad- 
justment in the income account as a deduction from what is termed 
“net income” before showing “surplus for the year.” 

The Harvester company makes its adjustment before reporting 
“profit for the year” along with debits for depreciation, maintenance 
and provision for bad debts. This company deducted $3,500,000 for 
1934, leaving a profit of $3,948,000. 

Now it is an interesting comment on all of this, it seems to me, 
that in the pamphlet report of a prominent investment counsel house 
we find the net income of Swift and Company for both 1934 and 
1935 reported at a figure per share as determined before tlie inven- 
tory adjustment, calling attention to the fact of this adjustment in a 
remote section of the pamphlet. And, mind you, no amount is given. 

In this self-same report the net income of International Harvester 
is shown as after the provision for inventory decline, with the same 
additional data, but no amounts given, and the net of the National 
Lead Company is tabulated without any particular reference to its 
underlying accounting. 

Where does the investor get off if the original data meant anything 
in the first instance ? 

One further item: Back in 1916, 1917 or 1918, somewhere along 
there, two of the great agricultural implement manufacturing com- 
panies joined in submitting a brief to the Treasury Department ask- 
ing that the Department allow the use of the normal stock method 
in reporting net income for tax purposes during abnormal war times. 
In that brief these companies spoke rather disparagingly, at least by 
implication, of the packing industry, as compared with the agricul- 
tural implement industry, with respect to the need for the adjust- 
ment implied in the normal stock practice. At that time the packing 
people showed a turnover of about seven times a year. The agricul- 
tural implement people had a turnover of about once in two to three 
years, I think it was. However, it does not make much difference 
whether we get the exact figures. The period of turnover was a very 
long one. 

Then in 1933-1934 we find Swift and Company, certainly one of 
the foremost producers in the packing field, introducing to its stock- 
holders what is equivalent to the normal stock adjustment to the 
conventional first-in, first-out practice of accounting for net income. 
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Normal Stock Methods and True Net Income 

It seems to me worthwhile to think of the normal stock idea as a 
sort of family principle embracing a number of ways of adjusting 
the first-in, first-out method of reporting net income. One way is 
the use of the fixed-stock, base-price plan of inventory valuation; 
another is the accounting device of the last-in, first-out method of 
costing goods sold, which has recently been adopted (at least in gen- 
eral principle) by the American Petroleum Institute; and still a fur- 
ther form of adjustment of the conventional accounting is the em- 
ployment of the executive or financial reserve which reflects the 
periodic increase in investment required to carry an assumed basic 
inventory. In my judgment, the important thing to bear in mind is 
that there is a principle at the heart of these methods, financial or 
economic, which is extremely vital to the sound administration of 
the operating results of business. Of course, just how the general or 
family principle should be applied to the particular situation is a 
matter requiring careful consideration, but I believe that the under- 
l3dng objective is the thing worth remembering at all hazards. This 
objective has to do with the answer to the question : What is true net 
income? In this question lies the controlling issue. 

I feel that this question has not been satisfactorily answered. It 
has been satisfactorily answered, in my judgment, in certain business 
situations by men who as a result of long years of experience have 
acquired the feeling for net income; but as a general matter the 
problems of income accounting still remain to be solved. 

The Fiscal Year and Income Determination 

In any case, the thought that one seems to find present throughout 
the reports and explanations of the companies which have adopted 
some application of the base-stock principle seems to be that net in- 
come should be confined to long-run net cash profits ; that underlying 
any discussion as to what the net income of a business is, should be 
the thought that the reporting business is a continuing entity. Once 
you make these statements, they sound perfectly obvious, hardly 
needful of repetition, but they are like the old lady’s spectacles which 
she loses on her forehead, continually overlooked or forgotten. We 
are misled by the ritual of the “bookkeeping cycle,” which is wholly 
natural for us whose training emphasis has been upon bookkeeping 
and not upon business administration. 

In commenting on British tax practice, after spending a long 
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period in the study of excess-profits taxation, Professor R. M, Haig 
made the statement that the great mistake in the United States is the 
excessive isolation of the individual fiscal year with respect to what 
constitutes net income. He said we never can hope for improvement 
in our tax practice until we get away from artificially isolating one 
year from another. 

Most of you, I should suppose, are familiar with the statement 
made by Mr. George O. May a few years ago before the meeting of 
the American Institute of Accountants. It was something to this 
effect: '‘Accountants realize that income cannot with even approxi- 
mate accuracy be allocated to a particular year, especially in the case 
of taxpayers carrying on an extensive and complex business. No 
year is sufficient unto itself; each year’s operations are bound up 
with and dependent on the operations of earlier and later years. Con- 
sequently, any attribution of income to a single year in such cases 
must at best be no more than a very rough approximation based on 
accepted conventions. Many, however, who have not had much ex- 
perience in such matters look on the income of a year as a definite, 
significant and even a precise thing.” I call your attention particu- 
larly to the adjective "precise.” 

Management Policies and the Basic Stock Method 

One or two more things, and I will sit down. Mr. H. T. Warshow, 
controller of the National Lead Company, wrote a very interesting 
article in 1922 bearing on this question of the use of normal stocks 
with respect to the problem of reporting net income to stockholders 
and creditors. In this article Mr. Warshow wrote as follows ; 

The leveling of inventory gains and losses, with the comparative 
stability of yearly profits which this method brings about, tends to 
develop a feeling of confidence among both the stockholders and the 
creditors. It always exerts a subconscious effect upon business policy 
which is very desirable. Prices of manufactured articles are kept in 
more proper relation to prices of raw material. The management is 
not elated by apparent prosperity or depressed by apparent losses. 

Such elation and depression are responsible for most business follies. 

The normal stock plan automatically creates a reserve, strengthens the 
basis of the credit, gives stability and makes expansion safe. 

Mr. Warshow also speaks in another connection of the need for 
financing the increase in basic inventory costs, which need is indeed 
mentioned by other companies using the base stock principle. And 
in that connection, especially with reference to the new undistributed 
profits legislation, it is tempting to point out that certain t 3 rpes of 
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additional financing which a business may require must per force of 
logic be undertaken from within, not to mention the fact that resort 
cannot be had with practical convenience to the capital market for 
cyclical increases in inventory cost, nor to make up^ for depression 
losses of working capital. 

One more thought from Mr. Warshow’s article, or the gist of it, 
is that the normal stock method should be used in any situation in 
which the amplitude of price fluctuation is a serious one, and in any 
situation in which a company has to “go long’’ with respect to certain 
stocks and cannot abandon the long position when and if the price 
situation becomes unfavorable. 

Another writer in this general field of the treatment of the inven- 
tory in income accounting, Mr. George Putnam, economic adviser to 
Swift and Company, said in 1924, as follows : 

The many uncertainties in the situation suggest that every well- 
managed business should have a paper profit reserve for a part, at 
least, of its inventory accretions during the past ten years, while for 
future accretions it should build up dollar-for-dollar reserves. If com- 
petitors insist on weakening themselves permanently, the time comes 
when they should be given a free hand to do so, without dragging 
others down with them. When they have spent their paper profits and 
are face to face with the necessity for paying off the mortgage, the busi- 
ness that has followed the conservative course of holding its paper 
profit in reserve can set a pace that improvident competitors will be 
unable to follow. 

CHAIRMAN WALSH : I daresay we could have a very enjoy- 
able discussion if time would permit, but the time is getting late. 
We are very much indebted to the speakers of today, Mr. Peloubet, 
Mr. Gerofski and Professor Walker, and even though we have no 
time for discussion, we at least have something to think about. 

We hope you have had a very enjoyable day. We have tried to 
follow practical subjects, and I think we have succeeded in giving 
you new thoughts. We will now adjourn until tomorrow morning. 

. . . The meeting adjourned at five-twenty o’clock . . . 
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CHAIRMAN REUWER : I would like to present today’s Chair- 
man to you, a worthy National Director of the National Association 
of Cost Accountants, representing New York Chapter, Controller of 
Worthington Pump and Machinery Company of Harrison, New 
Jersey. He has diligently prepared what I think is a splendid pro- 
gram for our Thursday morning session. I am glad to present Mr. 
Charles A. Packard. 

CHAIRMAN PACKARD: At our Third International Cost 
Conference fourteen years ago one of the principal subjects on the 
technical program was the control of distribution costs. I am going 
to take the liberty of quoting just two comments made during the 
discussion at that session as recorded in our 1922 Year Book. The 
first of these comments is as follows : 

In order to control sales and administrative expenses, they must 
be considered before incurred. Th^r must be predetermined. In 
other words, a scientific budget must be prepared. 


And the second: 

It was very inspiring and very significant to me to note that this 
particular subject was given such an important part on the program. 

In reading the description of the discussion as stated in the pro^am, 

I would like to suggest one change. It says that these particular items 
might well be given a good deal of attention. I would like to say that 
they mtLSt be given a good deal of attention very shortly. 

Well, since that time we have given this subject considerable atten- 
tion — in our annual conventions, in our chapter meetings, and in our 
publications. But have we made any real progress in this direction? 
Have we actually put into practice those refinements in distribution 
accounting which appeared so important and so necessary, in our dis- 
cussions fourteen years ago? 

Frankly, I believe that in general the answer to that question 
would have to be ‘‘No,” although I am hopeful that our discussion 
this morning will prove otherwise. 

I assume we are all agreed that the proper foundation for any 
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complete industrial budget should be a reasonably accurate predeter- 
mination of sales. With this in mind, your Committee thought that 
it would be desirable to have as our first speaker this morning a man 
who could give us some real pointers in the predetermination of 
sales, and we have been particularly fortunate in this respect. 

Our first speaker was graduated from the University of Wisconsin 
in 1918. After a year in the Navy during the war, he served as an 
engineer with the Isko Company of Chicago, and then for three 
years in a similar capacity with the H. P. Gould Company. 

In 1923 he organized and became President of the A. C. Nielsen 
Company, specializing in market research. Today it is the largest 
organization of its kind in the world. The Nielsen staff, operating 
continuously throughout every state of the Union, secures vital mar- 
keting statistics on which more than four hundred clients have based 
their sales and advertising programs and, I assume, their budgets. 

This morning he is going to talk to us on the subject, “Continu- 
ous Marketing Research — ^a Vital Factor in the Control of Distribu- 
tion Costs.’’ I now take great pleasure in introducing to you, Mr. 
A. C. Nielsen. 


CONTINUOUS MARKETING RESEARCH— A VITAL 
FACTOR IN CONTROLLING DISTRIBU- 
TION COSTS 

A. C. Nielsen 

President, A. C. Nielsen Co, 

Chicago, 111. 

O F all the figures with which the accounting department deals 
in the course of its operations, no one item is more important 
than the record of the company’s sales, because nearly ever 3 d:hing 
else depends on the sales volume. 

From the standpoint of controlling marketing costs it is unfor- 
tunate that the only point at which you can ordinarily measure your 
sales is the point of shipme^it from the factory. The only sales record 
shown by your own books is the record of orders received or ship- 
ments made at your factory. 

This type of record, while absolutely essential in controlling your 
fiscal operations, involves very serious limitations and dangers when 
used for controlling marketing policies. The reason is clearly shown 
by Chart I, which illustrates the flow of goods from the manufacturer 
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to his ultimate customers. This chart will apply with variations to 
almost any t3^e of goods flowing to the consumer through wholesale 
and retail channels. 

The manufacturer does not sell directly to the consumer but to 
chain and wholesale warehouses, who in turn ship to chain and in- 
dependent retail stores. These retailers then sell to the ultimate con- 
sumers through markets of various types and stores of various types 
and in cities ranging in population from the largest (Qass “A”) to 
the smallest (Class “D”). 

The inventories in the chain and wholesale warehouses and in the 
retail stores are so great and they fluctuate so widely from month to 
month and from season to season (usually for reasons beyond your 
control), that the amount of orders received or goods shipped at the 
factory, in any given month, is usually quite different from the 
amount of goods moved into the hands of the consumers across the 
retail counters. 

While this fact is appreciated in principle by nearly everyone, the 
extent to which the consumer sales differ from the factory sales is 
not appreciated by most executives. 

It is vitally important to know the sales at the point of consump- 
tion, because your company may be spending money for various 
forms of advertising — magazine, newspaper, radio, outdoor, car 
cards, displays, etc. — to influence consumers, i,e,, to increase the flow 
of your goods at the point of consumption, and if there is no way of 
measuring the flow at this point, it is difficult and often impossible 
to know promptly and accurately the profits resulting from each mer- 
chandising or advertising expenditure. 

If you commence a program of advertising on the first of January, 
your factory sales or shipments for the next few months will not 
ordinarily be a true indication of the extent to which the new pro- 
gram or change has affected your consumer sales. 

Chart II shows a typical contrast between factory sales and con- 
sumer sales. In many cases the difference between the two curves 
is much greater. These differences are due, of course, to fluctuating 
chain, wholesale and retail inventories. 

How to Measure Consumer Sales 

Obviously, it is important to have a practical method of measuring 
consumer sales. The method developed by A. C, Nielsen Company, 
known as the Nielsen Food and Drug Index, is being used by leading 
corporations in the food, drug and allied industries. This service 
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now covers grocery stores, grocery-meat stores, drug stores, depart- 
ment stores and country general stores, and hence applies principally 
to foods, drugs, toiletries, cosmetics and allied lines. However, the 
method can readily be applied to most products sold at retail. 

Chart III shows how this service operates in the food industry. 
About 2,000 retail food stores have been selected in such a manner 
that they comprise a true sample or cross section of the entire coun- 
try. This requires correct proportioning by territories, cities, city- 
sizes, store-t 3 q)es, store-sizes, class of neighborhood, and dozens of 
other factors. The stores are located in 700 carefully selected cities. 
The U. S. Census of Distribution is the principal basis for this work 
of store selection. 

A permanent contract is made with each store and with the head- 
quarters of each chain organization, under the terms of which A. C. 
Nielsen Company has the privilege of taking inventories and auditing 
the invoices for all goods coming into the store. 

These two basic pieces of information provide the foundation for 
a comprehensive service that strikes at the heart of the most impor- 
tant marketing problems. 

Principles of Store Auditing 

In so far as the field work is concerned, Chart IV illustrates the 
principles employed. In store No. 1287 let us determine the con- 
sumer sales of Calumet Baking Powder, 16-ounce size, for the bi- 
monthly period of January-February, 1936. An audit of the in- 
voices which have accumulated during the bi-monthly period reveals 
that this store has placed one order directly with the manufacturer 
for 144 packages at $23.04. It has also bought, from wholesale or 
other sources, three orders totaling 44 packages, for $7.92. Hence, 
a total of 188 packages has come into the store. Credits, returns, 
and non-consumer sales (e^g,, a split deal) amounted to 24 packages. 
Therefore, 164 packages is the net number coming into the store. 

We take the inventory at the beginning and the end of the bi- 
monthly period, and find that there has been a decline of 56 packages. 
Adding this to the figure of 164, we find that 220 packages have 
moved across retail counters to consumers. Multiply by the price 
per package and we get the total consumer sales of this item in 
dollars. 

Next we find out from the store whether there were various forms 
of merchandising during the period — couponing, premiums, window 
displays, inside advertising displays, inside goods displays and special 
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Chart lY 
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sales. We find there were special sales for two days at nineteen 
cents. The total store volume on all commodities was $38,415.20. 
By getting similar data from the entire group of 2,000 sample food 
stores and then multiplying the total by the following ratio : 

Sales of all U. S. food stores 
Sales of Nielsen Index food stores 

we obtain the approximate total consumer sales of the product. 
Painstaking care in selecting the stores, combined with skilful, con- 
scientious store auditing and meticulous checking of calculating and 
tabulating work produce results that are accurate within plus-or- 
minus two per cent. This has been demonstrated repeatedly by ac- 
cepted statistical methods as well as various practical comparisons 
with clients’ records. 

Operation of the Nielsen Food and Drug Index, at its present 
volume, requires repetition of the above-described field auditing 
process more than 5,000,000 times annually — in order to determine 
the consumer sales of some 600 brands and sizes of various commod- 
ities in 3,200 food, drug and other stores spread throughout the 
forty-eight states. Each year more than 200,000,000 distinct pieces 
of data are obtained. 

But this is merely the field work. The basic information obtained 
in these sample stores is then analyzed by means of tabulating 
machines to produce the vital facts shown in Chart V. Note that 
each piece of information is broken down by brands, territories, 
city-sizes, store-sizes, etc. These break-downs are essential to the 
solution of the practical marketing problems attacked by this service. 

How to Measure Competitor^ Sales 

Your own consumer sales, however, provide only the first step in 
securing a true index of your progress in marketing, because there 
may be large fluctuations in the total market from month to month 
and season to season. These fluctuations are due to seasonal condi- 
tions, fluctuations in advertising volume, changes in consumer bu)dng 
habits, epidemic conditions and many other factors. 

These fluctuations in the total market render your own sales, even 
if you know them at the point of consumption, a poor index of your 
competitive progress. It is necessary to know not only the consumer 
sales of your own brand, but the consumer sales of your competitors. 
The Nielsen Food and Drug Index, by its very nature, can determine 
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the consumer sales of any brand — yours or your competitors*. And 
the competitors* sales are furnished to you in a form far more useful 
than the factory sales figures shown on your competitors’ own books. 

Measuring Your Competitive Progress 

Chart VI shows the consumer sales of your product, with the com- 
petitive figures included, so we can see the consumer sales curve for 
the total market. Note that we can now secure your percentage of 
the total market in each of these periods. And you will observe 
periods when your consumer sales gained in dollars, but declined in 
percentage of the total market. 

We can now plot the type of curve which is most useful from a 
marketing standpoint. Chart VII reproduces the factory sales (as 
shown previously in Chart II) and also the consumer sales, not in 
dollars but in percentage of the total market. Note that there are 
periods when you show a tremendous competitive gain in spite of 
declining factory sales. We have on record a number of cases where 
a company’s factory sales have declined for as long as six or eight 
months, although their competitive standing in the total market was 
gaining at a steady pace. 

Importance of Seasonal Characteristics 

Aside from its use in measuring your competitive progress, the 
total market curve is vital in that it reveals seasonal characteristics. 
Chart VIII shows, for a certain drug product, the curve of advertis- 
ing expenditures for all brands combined. These companies peak 
their expenditures heavily in July and August, in the belief that maxi- 
mum consumption occurs at that time. 

Measurement of the actual consumer sales, however, shows that 
the peak of consumer buying comes in May and June — ^two months 
sooner. The manufacturer who possesses this information can cash 
in on it by moving his advertising peak to a position coinciding with 
or ahead of the peak of consumer buying. 

Chart IX shows how a true knowledge of the seasonal movement 
of your goods can often reveal the relative effectiveness of two ad- 
vertising themes. In this market, all advertisers use a '‘year ’round” 
appeal twelve months of the year; but there is also a special "winter- 
use” appeal which is employed by some of the advertisers and con- 
fined, of course, to the winter season. 

The left hand portion of Chart IX shows that the expenditure, 
during the winter, of large additional sums for the "winter-use” 
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appeal produced only nine per cent increase in consumer sales — from 
which it seems fairly safe to conclude, tentatively at least, that this 
particular appeal is unprofitable. It may convert many itsers but it 
evidently creates the lAse of relatively little tonnage of the product. 

This tentative conclusion is verified by the right hand portion of 
Chart IX, showing that competitor who does not spend money 
for the “winter-use’’ appeal, suffers a sales decline of only thirteen 
per cent — ^in the face of tremendous increased expenditures by his 
competition. The lower portion of Chart IX shows that competitor 
“B” achieves a much lower average annual advertising cost by con- 
fining his expenditures to the “year-’round” appeal. 

How can the other advertisers fail, year after year, to recognize 
this situation? The answer lies in the fact that their belief in the 
effectiveness of the “winter-use” appeal caused them, years ago, to 
establish the practice of offering loading deals to the trade during 
the winter. To take advantage of the extra discount and to cash in 
on the alleged winter increase in consumer use, chains, wholesalers 
and retailers kept their shelves heavily loaded during the winter. 
The factory sales of the manufacturers (except competitor “B”) 
during the winter were almost double the summer volume. They 
made the error of attributing this increase to the “winter-use” adver- 
tising, whereas the lion’s share of the increase merely represented 
increased stocks. Only through knowledge of the consumer sales 
was the truth revealed. 

A third case illustrating the importance of knowing the true sea- 
sonal trend of consumer sales is shown by Chart X. While the total 
market shows no important seasonal variations (upper portion of the 
chart), a breakdown by city-sizes (lower portion of the chart) reveals 
a tremendous summer sales peak in the “D” cities (small towns). 
Such information has an obvious effect on the merchandising which 
should be done in the small towns during the summer months. 

Measuring Soles by Store Types 

Chart XI shows another t3^e of information, secured from your 
own factory sales records, which may be very misleading. At the 
left your factory shipments are broken down by types of customers. 
The chain stores take 23 per cent of your business ; the large inde- 
pendents, 10 per cent; the medium independents, 11 per cent; and 
the small stores, 8 per cent. The balance of 48 per cent is sold to 
wholesalers, and you do not know what types of retailers ultimately 
take this portion. However, the Nielsen Pood and Drug Index, by 
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measuring consumer sales through retail stores, shows exactly how 
the total volume divides by store types. (See right-hand portion of 
Chart XI.) We now find that the chains are slightly more important 
than indicated by the factory records, which means that some of the 
smaller chains buy part of their requirements from wholesalers. 

Large independents are buying a little from wholesalers. Medium- 
sized independents are buying more from the wholesalers, and the 
small independents are a very big factor, taking 40 per cent of the 
total market, whereas the factory records credited them with only 
8 per cent. While no experienced sales executive would overlook the 
principles involved here, there is room for serious error in any 
assumption as to the proper distribution of the wholesale volume 
(48 per cent of total). Only by having the facts can the sales man- 
ager decide safely regarding the amount of sales effort that should be 
devoted to retailers of various sizes. 

Measuring Sales by City-Sizes 

Chart XII analyzes your sales by city-sizes^ the factory figures 
being shown at the left. As shown by the consumer sales breakdown 
(right-hand portion), the larger cities (e.g., Class ‘"A”) are far less 
important than your own factoiy records would suggest. This is 
due, of course, to the fact that chains and wholesalers are concen- 
trated in the larger cities, and they reship your goods to retail stores 
in the smaller towns. 

Any sales manager knows this, but no sales manager can tell how 
much to adjust his factory records in order to get the true city-size 
picture of the consumer market. This adjustment cannot be made 
on the basis of population or retail sales, for the per capita consump- 
tion of any given product may vary widely by size of city. We are 
checking some commodities which sell only 15 per cent of their total 
consumer volume in Qass “D” cities (under 10,000 population), 
while others show as high as 60 per cent in these small places. How 
can retail sales effort or consumer advertising effort be distributed 
properly by city-size without knowledge of the city-size division of 
consumer sales? 

Setting Territorial Quotas 

Let us now consider the all-important problem of setting soimd 
quotas for each territory. Chart XIII covers three typical territories 
— enough to illustrate the principles involved. 

A territory such as Metropolitan New York will show up abnor- 
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mally strong on your own factory-shipment records, for much of the 
goods shipped to chains and wholesalers in such an area will be 
reshipped into surrounding territories containing fewer warehouses. 

The second bar from the left shows the true consumer sales in 
Metropolitan New York, insofar as your brand is concerned. While 
such a figure, obtained at regular intervals, is vital in determining 
your true sales position and progress, a more useful figure for quota- 
setting is the one shown in the third bar from the left — consumer 
soles of all brands, i.e., the total volume of business existing in the 
territory, measured at the point of consumption. On this latter basis 
the New York territory is much more important than the consumer 
sales of your own brand would suggest. Here we have the soundest 
possible basis for setting sales quotas. 

The right-hand bar in Qiart XIII is based on certain indices com- 
monly used in determining sales potentials and quotas, e.g., tele- 
phones, bank deposits, retail sales, etc. Without disparaging this 
method, it should be pointed out that it is, at best, merely an attempt 
to find some group of known factors which bears an approximate 
relationship to the true total consumer market. In the absence of 
consumer sales data, these factors must be selected either on the basis 
of pure guesswork or on the basis of multiple correlation with the 
territorial sales record of a single manufacturer. The use of pure 
guesswork can scarcely hope to produce a result worthy of confi- 
dence, and the correlation method involves two fundamental errors : 

(1) It must be based on factory shipments, although such ship- 
ments are not a sound index of actual consumption in any 
territory. (Compare the first two bars of Chart XIII.) 

(2) It must be based on the sales of a single company, whose sales 
in any given territory are not a true index of the total con- 
sumption of all brands — because the strength of any brand 
usually varies widely by territories. (Compare the second and 
third bars of Chart XIII.) 

It is our conviction that the only sound basis for setting territorial 
quotas and potentials is the consumer sales of all brands. Determine 
this figure for each territory. Also determine, for each territory, 
your present percentage of the total consumer volume. Set quotas 
based on these figures, with due regard for territorial variations in 
the advertising efforts of your company and your competitors, varia- 
tions in price, etc. Finally, repeat at regular intervals the determina- 



CONTROL OF DISTRIBUTION COSTS 241 

tion of your percentage of each territory’s total consumer volume, 
and use this trend as an index of your progress in attaining quotas. 

Measuring Competitive Advertising 

As an aid in setting fair quotas, a record of competitive advertis- 
ing is very helpful. Very few advertisers have done a thorough job 
of measuring competitive advertising expenditures, and breaking 
down these expenditures by territories, cities and city-sizes. Yet this 
can be done very readily with the aid of several outside services 
which furnish records of the newspaper, magazine and radio expendi- 
tures of each advertiser. These expenditures can be distributed 
territorially and by city-size through a study of the circulation of 
each publication, the coverage of each radio station and the radio set 
ownership in each county covered by each station. 

While this work requires considerable patience, most of it can be 
done by inexpensive labor, and it is our experience that the results 
amply justify the cost. This is particularly true when consumer sales 
curves are available for each brand in each section of the market, 
because it is then possible to relate the advertising curves to the sales 
curves and reach many important conclusions regarding the relative 
effectiveness of various kinds and quantities of advertising. 

Furthermore, it is difficult to determine sound sales quotas unless 
you know the advertising expenditures of each competitor in each 
area. We consider this work so important that a sizable department 
is devoted to the task of measuring and analyzing the expenditures of 
every Nielsen Index client and every one of his competitors. 

In many companies, there may be an opportunity for the account- 
ing department to perform this service for the sales department. 

We have already seen several examples of the profitable use of 
consumer sales figures, but it should be made clear that the uses of 
such data are almost infinite in number. Let us look at a few of the 
more common means of increasing profits through a knowledge of 
these figures. 

True Effect of Deals 

Chart XIV (upper section) shows what happens to the factory 
sales of a typical drug or food product when a deal is offered to the 
trade. There is a strong sales peak, followed by a valley, and several 
months usually elapse before factory sales return to normal. But no 
one knows exactly how long it takes to wash out the effect of the 
deal ; and before this interval has elapsed, other forms of promotion. 
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by this firm or its competitors ^ have masked the deal operation. Many 
manufacturers have used deals for years without reaching any defi- 
nite conclusion as to whether they pay. 

On the other hand, if consumer sales are available (center and 
lower sections of Chart XIV), the true effect of the deal can be 
determined. The difference between the successful deal and the 
failure may be so small (5, 10 or 15 per cent) that the factory sales 
curve, with its many inaccuracies, could not possibly reveal the 
difference. 

Need for Product Change 

Chart XV shows how a knowledge of consumer sales, including 
competitors' sales, may reveal the need for a product change or a new 
product — ^and also show where to market the new product. 

As shown in the upper section of Chart XV, brand No. 1 has been 
losing out to competition. In an effort to determine the reasons and 
the remedies for this condition, we analyzed the entire market by 
type of product^ regardless of brand. 

The center section of Chart XV shows that t 3 rpe is rapidly 
displacing t 3 ^e “A," and since brand No. 1 falls in type “A," we have 
found the basic reason for the sales decline of brand No. 1. 

If the manufacturer of this brand should then decide to change 
his product to t 3 ^e '‘B" or augment his line with a type “B,” the 
lower section of Chart XV would prove valuable in deciding where 
to exert the first marketing efforts. Type “B" evidently sells most 
readily in the Southern and Pacific areas and in the smaller cities. 

Protection Against Over-Expansion 

While on the subject of new products, let us consider the value of 
consumer sales figures in getting a true measurement of the success 
of a new product, and in determining a sound budget for a new 
product. 

It is very difficult to get from your own factory sales records an 
accurate indication of the success of a new product. If there is any 
one thing we have learned from our Nielsen Food and Drug Index 
work, it is the fact that the average manufacturer is greatly deceived 
as to the success of a new product or package size or new style which 
he brings out. This is usually due to a combination of three factors. 
First, when the new product is launched, the chains, wholesalers and 
retailers begin to stock up, and the amount of goods required to stock 
the trade is far greater than the average manufacturer realizes. 
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Secondly, the distribution of the product in the stores is estab- 
lished rather quickly in the large cities where the company’s own 
salesmen ordinarily operate. The executives of the company, who 
usually spend most of their time in the larger cities, see that the new 
product is stocked by nearly every store, and they jump to the con- 
clusion that the distribution job has been completed, and that their 
future factory sales will furnish a true index of consumer move- 
ment. However, distribution may have reached 95 per cent in 
the large cities, while remaining at a level of only 20 per cent in the 
smaller towns. It takes far longer to get small-town and rural dis- 
tribution than the average manufacturer realizes ; hence the inventory- 
building process continues much longer than the average manufac- 
turer believes. We have seen the process continue for two or three 
years after the manufacturer thought it had been completed. 

Thirdly, the initial retail stocks per store hxmdling are sometimes 
very small, because the retailer may doubt the salability of the new 
product. As the consumer demand grows, however, he increases his 
stocks. 

The net result of the three factors is that for the first two, three 
or four years the factory shipments are usually a great deal larger 
than the consumer sales. And if, as is often the case, the company 
bases its advertising expenditures on factory sales rather than con- 
sumer sales, large expenditures may be made on a product which is 
not basically sound. There follows the inevitable sales slump, often 
followed by abandonment of the product. The company explains 
that the product “lost its popularity with consumers.” As a matter 
of fact, it may never have enjoyed consumer popularity. The large 
temporary volume was due chiefly to the trade-loading operations of 
a big sales force, selling a new product backed by a famous name or 
a powerful company. Many of the most conspicuous failures of this 
type occur among the larger companies, for their reputation and their 
sales facilities enable them to load the trade most easily. 

Determining the Results of Advertising Changes 

Let us consider next the problem of measuring the true effect of 
any change in advertising. (See Chart XVI.) Following the 
change, factory sales declined 19 per cent. If consumer sales figures 
were not available, we would probably have concluded that the adver- 
tising change was a mistake. 

However, as shown by the center section of Chart XVI, retail 
inventories on this brand had declined IS per cent and, as shown in 
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the lower section of Chart XVI, the total consumer market (all 
brands combined) had dropped 12 per cent, due to seasonal or other 
factors — with the result that sales of brand “A,” when measured at 
the point of consumption and when expressed as a percentage of the 
total available market, had actually increased from 35 per cent of the 
total market to 43 per cent, a competitive gain of 23 per cent. There- 
fore, the advertising change was a wise one, contrary to the evidence 
of the company's own sales records. 

Chart XVII shows the opposite situation. Factory sales, following 
the advertising change, increased 28 per cent. But this gain was due 
to increased retail stocks, combined with an increasing total market — 
the true result of the advertising change being a 20 per cent decline 
in competitive sales position. Again the factory sales curve would 
have misled the sales department and caused undue prolongation of 
an erroneous campaign. 

Eventually, of course, the factory sales will show that an error 
was made, but valuable time has been lost and competition has made 
inroads. Furthermore, by the time factory sales reflect the results of 
any operation, several other operations have usually been started — 
and since the time lag varies for different types of promotion and is 
unknown anyway, it becomes exceedingly difficult to distinguish 
successful moves from unsuccessful ones. Up-to-date knowledge of 
consumer sales helps in establishing profitable types of promotion. 

Time Lag of Factory Sales 

Many clients have asked us for figures on the time lag between 
factory sales and consumer sales. Knowledge of this lag should, 
theoretically, make it possible to determine, directly from factory 
sales, the effect of each marketing move, thus eliminating the need 
for consumer sales. 

Unfortunately, the problem is not so simple. Lag may be either 
positive or negative. A powerful consumer campaign, without heavy 
merchandising work, causes consumer sales to increase first. Then, 
as stocks are depleted, factory orders from the trade begin to show 
a gain. On the other hand, a dealer loading operation will first cause 
a gain in factory sales. Then, as dealers increase their displays, 
special sales and other types of promotion, consumer sales will 
increase. 

Even if the nature of the campaign makes it dear as to whether 
the lag will be positive or negative, the amount of the lag cannot be 
determined (unless consumer sales are known) for it will vary 
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widely in accordance with the intensity of the promotion, the exact 
nature of the work, the condition of trade inventories at the opening 
of the campaign, the timing and nature of prior, simultaneous and 
later drives by competitors, and many other factors. 

To determine the true effect of any type of promotion, a knowledge 
of consumer sales is necessary, including a knowledge of the con- 
sumer sales of competitors. 

Adding a Low-Priced Brand 

When a lower-priced brand is added to the line, it is difficult to 
determine, from factory sales, whether the new, cheap brand has cut 
into the established, high-priced brand or whether, as hoped and 
intended, it has derived most of its volume from competition. Here 
again consumer sales figures tell the true story. 

Qiart XVIII (upper portion) induced the manufacturer of brand 
“A” to add a cheap brand, hoping to take a portion of the 31 -cent 
business obtained by “Miscellaneous Brands."' The middle portion 
of the chart shows the alarming condition revealed by his own factory 
shipments. His new, cheap, low-profit brand appeared to be dis- 
placing his established high-profit brand. 

But the lower portion of Chart XVIII shows what really had 
occurred. Just prior to introduction of the cheap brand the trade had 
been overloaded with the high-priced brand ; hence consumer sales of 
the latter had been able to continue at former levels in spite of lower 
factory orders. Except for this knowledge — ^which was based on 
consumer sales — ^the manufacturer would have been frightened into 
withdrawing his new, cheap brand from the market, although this 
brand has actually increased his total volume 19 per cent while 
damaging his established brand to the extent of only one per cent. 

Results of Radio Advertising 

Measurement of radio advertising effect has proved a baffling 
problem where other forms of advertising are used simultaneously in 
sizable volume. Can knowledge of consumer sales aid in solving this 
problem? 

Chait XIX shows (top portion) a fairly steady factory sales curve 
for a product using radio advertising plus magazines and newspapers. 
The advertiser wanted to know whether his radio expenditure was 
having an appreciable effect, or whether substantially equal volume 
could be enjoyed if it were dropped. 
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The Nielsen Food and Drug Index, based on audits of retail store 
sales in 700 widely scattered cities in forty-eight states, naturally 
includes certain areas heavily covered by the broadcast and other 
areas covered only lightly. By means of tabulating machines, we 
separated the sales records of these two groups of stores, thus deter- 
mining the consumer sales trend in heavily covered versus lightly 
covered areas. 

After certain sub-analyses, to make sure that we had selected areas 
which were comparable in respects other than radio, we prepared the 
curves shown in the lower section of Chart XIX. The sharp con- 
trast between the trends of the two curves proved that, in this par- 
ticular case, the radio advertising was exerting a very substantial 
influence on sales. Many of the most important programs on the air 
have been subjected to this type of analysis, and in each case the 
results have determined the fate of the program. 

Advance Prediction of Results 

Thus far we have dealt with the problems of measuring accurately 
the results of moves already nmde. Now let us consider the equally 
vital problem of determining, in advance, the probable result of any 
proposed move. 

Most of us have had the experience of making a large expenditure 
without getting commensurate results, and we have longed for some 
means of avoiding such costly errors and discovering profitable 
methods. 

The Nielsen Food and Drug Index method of measuring consumer 
sales furnishes a means of pretesting, on a small, inexpensive scale, 
many of the more important types of promotion. 

For this purpose we employ ten ‘"test” cities in which we cover a 
very high percentage of the total stores, thus furnishing a highly 
accurate trend of consumer sales for each brand. 

If it is desired to test the relative and/or the absolute values of 
two types of promotion, the test cities are divided into two groups, 
‘W’ and (see Chart XX). First we determine, for several 
months, the ^%ormal” position of your brand in each city-group. 

Then one type of promotion is applied to group and the other 
to group “B.'’ The relative gains in the consumer sales curves for 
the two groups are then compared. The relative areas under the two 
curves, and the relative increased levels after completion of the test 
show clearly the relative and absolute values of the two types of 
promotion. If the test cities have been properly selected from the 
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standpoint of size, geographical location, wealth, etc., the test results 
can be closely duplicated on a regional or national basis. 

The lower portion of Chart XX lists some of the factors which 
must be applied as adjustments to the test curves. Failure to weigh 
and use these factors is one reason for the erratic and disappointing 
results obtained by many advertisers and agencies who have experi- 
mented with the store-audit method of testing. Among the other 
reasons for erratic results are inadequate store samples, unsound 
store-auditing methods, omission of chain stores and failure to check 
all competing products. 

It has been our experience that this method, when conducted with 
a high degree of skill and with infinite attention to detail, will nearly 
always yield sound results. 

Types of Promotion Which Can Be Pretested 

Testing is commonly construed to mean ^^copy testing,'^ and it is 
true that most testing methods are applicable only to the testing of 
advertising copy. The store-audit method, however, is equally ap- 
plicable to the following types of promotion, all of which have been 
tested under our direction : 

1. Advertising quantity 

2. Advertising media (e.g. radio, newspapers, outdoor) 

3. Cooperative advertising 

4. Push money 

5. Displays 

6. Deals 

7. Retail sales effort 

8. Detailing of dentists, physicians, etc. 

9. Sampling 

10. Price changes 

11. Package changes 

It seems to us that the accounting executives could make an impor- 
tant contribution to the marketing efforts of their companies if they 
would urge upon their associates the importance of testing the effec- 
tiveness of every important expenditure before proceeding with it. 
Any accountant would certainly test a new t 3 rpe of accounting ma- 
chine very thoroughly before spending $500,000 or $50,000 or even 
$5,000 to buy the machine. It is just as important, if not more so, 
to pretest various forms of advertising and merchandising. 
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Summary 

Your factory sales records must be interpreted with great caution 
when used for marketing purposes. Consumer sales, both in dollars 
and in per cent of total market, furnish a sounder basis for such 
purposes. Consumer sales can be obtained by well organized, con- 
tinuous marketing research methods. The cost of this work, ex- 
pressed in dollars, may seem high — ^$10,000 to $200,000 a year per 
company — ^but in proportion to the financial benefits derived from 
the infinite variety of practical uses, the cost is relatively small. 

Many companies find that a single decision made because of the 
possession of these facts will pay the entire cost of a year’s work. 
Almost any important marketing decision — one type of advertising 
versus another, a change in price, etc. — involves a stake as large as 
the annual cost of this work. Therefore, if the possession of these 
vital facts helps you to avoid one important error each year, the 
investment in such work will prove profitable. 

The accounting and cost department can render a contribution to 
management by cooperating with the sales department in obtaining 
consumer sales figures and in the interpretation and application of 
such figures. Finally, the accounting executives can be of definite 
service by constantly emphasizing to their associates the fact that it 
is dangerous to base marketing decisions on factory sales, and that 
a knowledge of consumer sales is essential to the sound control of 
marketing. 

CHAIRMAN PACKARD : It is hardly necessary for me to say, 
'‘Thank you, Mr. Nielsen.” 

‘ I am sure you will agree that Mr. Nielsen has given us many new 
ideas on this subject which should prove helpful in the consideration 
of our own individual problems. He has shown us how many com- 
panies are solving this problem of predetermining sales. While the 
method he has outlined may not be applicable to the products in 
which some of us are interested, he has certainly left us with much 
food for thought on this one item which is so essential to the estab- 
lishing of our budgets. I know that you will all be glad to learn 
that these excellent charts will be reproduced in the Year Book. 

Now contrary to the practice thit was followed in the previous 
two days’ sessions, I am going to ask you to hold any questions until 
you have heard from the other two speakers. Our next speaker is 
a graduate of the University of Pennsylvania and the Harvard Busi- 
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ness School. He entered the field of business in 1927 as manager of 
the sales office of The Hat Corporation of America. In 1932 he 
became associated with the General Electric Company and is now 
Acting Manager of their Commercial Research Division with head- 
quarters at Bridgeport, Connecticut. He is going to explain to us 
how his company controls the cost of distribution. I am pleased to 
present to you Mr. Lee Schoenfeldt. 


CONTROLLING DISTRIBUTION COSTS 

Lee Schoenfeldt 

Acting Manager, Commercial Research Division, 

General Electric Co , Bridgeport, Conn. 

C ONTROL of distribution costs is a serious but stimulating chal- 
lenge to business. The half cents saved in manufacturing costs 
seem so easily dissipated in the lavish expenditures of distribution. 

For many consumer products, $60 in every $100 retail sales is 
expended in getting the product from the end of the manufacturing 
line to the consumer who desires it. The product is in its finished 
form, but the subsequent process of conveying it to the consumer is 
laborious, involved and costly. 

Manufacturer Concerned with Total Cost of Distribution 

Although a manufacturer may expend less than $10 out of each 
$100 of retail sales for his own distribution costs, he is directly con- 
cerned with the costs of the subsequent agencies in the distributive 
process. It is the retail price which includes the total cost of dis- 
tribution from factory to ultimate consumer that determines the 
competitive position of the manufacturer's product in the consumer 
market. Therefore, we must give constant attention to the problems 
of distribution, and particularly the reduction of distribution costs. 

Accounting Technique in Distribution Control 

The development of proper control techniques in the field of dis- 
tribution will provide a partial solution to the problem of effective 
and economical distribution. The analytical accounting mind can 
contribute much to the solution of this problem. But just as the 
good cost accountant must be well versed in the details of the manu- 
facturing process, so also must the analyst who attacks the distribu- 
tion cost problem be well trained in the marketing process. 
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Cost accounting practice for manufacture goes far beyond keeping 
records of manufacturing expenses. It ties in closely with time 
studies, wage plans, machine efficiency, material waste. Distribution 
cost control likewise involves intimate knowledge of the factors 
affecting distribution, of consumer buying habits, channels of dis- 
tribution, sales methods and techniques, and advertising. 

It is sometimes thought that the distribution cost problem can be 
solved by the same procedures used in manufacturing cost account- 
ing. It is questionable, however, whether such direct transfer of 
method can be made. The human element with its individual varia- 
tions in capacity, actions and thoughts, looms large in the distributive 
picture, contrasting sharply with the importance of mechanisms in 
manufacture. 

But two procedures used in accounting should be productive of 
successful results when applied to distribution costs. These two 
procedures are fundamental in the approach to the problem. The 
first is setting standards of operation in the form of sales budgets 
and sales expense budgets, and the second is auditing — the investiga- 
tion of marketing procedures through surveys and studies. 

Before going into the specialized applications of these accounting 
procedures to the control of distribution costs, it will be helpful to 
discuss the usual accounting approach to this problem. The account- 
ing records afford a basis for comparison of expenses with the pre- 
vious year, both in the absolute amount and in relation to sales. 
Expense variation as revealed by these comparisons gives a starting 
point for further investigations which frequently result in cost reduc- 
tion. 

The value of this accounting approach to the control of distribution 
costs should in no way be discounted. In fact, in its own practical 
way, it produces for most companies the bulk of economies which 
have so far been made in distribution costs. 

These accounting procedures might be termed auditing of transac- 
tions. They have their origin in the expense accounts, and sometimes 
involve following the transaction through to the invoice. Effective 
control of distribution and of distribution costs goes beyond auditing 
of transactions, and involves a control of major marketing functions. 

This broader concept of the control of distribution has been recog- 
nized, as evidenced by the formation of specialized divisions for 
market research, such as the Commercial Research Division of the 
General Electric Company, with which I am associated. 
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Channels of Distribution 

A fundamental type of study leading toward the control and 
reduction of distribution costs is that which deals with the channels 
of distribution. 

Without a doubt the distribution path frequently appears circuit- 
ous, and at times there seem to be parasitic elements hampering 
effective distribution. Naturally, the most direct route appeals to 
all of us. One lacking experience in distribution, when confronted 
with this problem, might choose the most direct route by eliminating 
distributors and even retailers. Such a procedure would result only 
too often in disastrous consequences to the manufacturer. 

Direct Sales 

Comparing these straight lines of distribution to an electrical con- 
ductor, perhaps the difficulty of many of these straight lines is that 
they are too tenuous. They might be compared to a number of 
individual strands of bell wire which cannot stand the load. The 
equivalent of the heavy lines of copper required to do the job of 
distribution frequently is supplied in the distribution system by the 
wholesaler. 

Consider the channels of distribution for electrical appliances. 
What could be more alluring than the prospect of short-cutting the 
conventional distribution channels in the sale of these products? 
Most appliances have a high unit value and trade name acceptance. 
Because of this condition, attempts are continually being made to 
secure a direct line of distribution with few intermediaries. 

Yet direct selling from manufacturer to consumer is not always a 
step forward in reducing distribution costs; usually this method is 
the most costly. Direct selling in electrical appliances is far from new. 
Some companies found direct selling necessary in order to educate 
the consumer in the use of new products by demonstrations. 

Selling Direct to Retailers 

But, for the great majority of manufacturers seeking mass dis- 
tribution, direct selling is not feasible. The waste of time, effort, 
and expense involved in seeking out individual customers would be 
enormous, and the control of the necessary army of salesmen would 
be extremely difficult. 

Another appealing channel of distribution is selling direct to 
retailers, and thus short-circuiting distributors. For many products 
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this is an effective means of reducing distributing costs. Yet for 
some types of products the method is not economical. Dr. Copeland 
of Harvard has often stated, “The cost inheres to the function, and 
not to the agency which performs it/’ 

Selling Through Distributors 

To perform a national distribution job for electrical appliances at 
the lowest cost at the present time, the distributor has been found 
necessary. He carries on the mass distribution of products made by 
mass production. This channel carries the mass of product closer to 
the consumer, and breaks the mass into smaller pieces at the retail 
distribution point where the handling charges become greater. 

Wholesalers’ Distribution Costs 

Let us look at the wholesalers’ costs of distribution in the elec- 
trical industry as shown on page 260. 

What are the opportunities of cutting these costs? Expenses 
closely related to the physical movement of the goods loom large in 
the total. In reviewing this phase of distribution closely, we are 
impressed by the fact that to a large extent it is a continuation of 
the production assembly line. Conveyance labor and equipment, and 
records of movement, do not seem to add to the value of the product 
because its appearance and function remain unchanged ; but the time 
and place utility of the product are greatly enhanced. 

Expense reductions are being effected by distributors. Mechan- 
ization is being applied to the handling of merchandise, carload lots 
are sometimes routed through to dealers with no intervening handling 
by the distributor, and control is exercised in inventories and in the 
selling function. Cost reductions will undoubtedly continue to be 
made in this portion of the distributive process, but the opportunities 
for such reduction are not so great as is sometimes stated. 

9 

Special Marketing Studies 

Special studies of distribution channels and of operating expenses 
within existing channels are basic. They may result in economies of 
prime importance. In the same way through surveys and market 
studies the manufacturer can penetrate into almost every element of 
distribution and improve its effectiveness. 

It is interesting to observe that some surveys may actually point 
toward the necessity for additional expenditures with, however, a 
reduction in the distribution cost percentage. This outlook, which 
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may involve increased expenditures, reflects a further variance be- 
tween the marketing investigation as compared with the usual ac- 
counting approach. 

Among the most productive studies are those which project them- 
selves out from the confines of account analysis into the domains of 
consumer demand and effective retail selling practices. 

More specifically, these studies and surveys among consumers may 
involve style, new uses for the product, or price. A manufacturer’s 
study in the retail field may reveal a need for more effective adver- 
tising, display, merchandising, salesmanship technique and store 
management. 

Some of these problems may directly concern the sales sections or 
advertising departments. But I wish to emphasize that whatever the 
responsibility, study of these segments of the distribution problem 
may well bring about sizeable reductions in the selling expense ratio. 

Studies of Dealer^ Soles 

In addition to field surveys, other useful studies, consisting funda- 
mentally of statistical analyses of performance, have yielded enlight- 
ening information. We have found, as probably all of you have 
found, that a relatively small percentage of our dealers were yielding 
the major portion of our sales. 

To guide our action, we studied beyond that point, searching for 
characteristics common to the volume dealers in our lines. We 
made studies of the volume dealer to determine the size of dealer, 
the type and size of town, the type of dealer, the method of selling 
operation, and the number of lines handled. The results revealed 
that the dealers producing the most volume for us had these charac- 
teristics: (1) they handled a more complete line of our appliances, 
and (2) they operated more than the average number of outside 
salesmen. 

This study, based primarily on sales records and supplemented by 
field work, pointed the way toward greater economy in our dis- 
tributive effort. It indicated that we must sell more lines to the 
dealers on our books, and disclosed the type of operation producing 
the greatest volume of dealer sales. 

Studies and surveys of the kind described are effective means of 
increasing sales and obtaining reductions in distribution costs. Such 
studies also form the test crucible of distribution practices, and 
through their use, standards for control of distribution are being 
constantly improved. 
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Directly concerned with the problem of distribution control is the 
establishment of standards in the form of sales budgets and sales 
expense budgets. The term “cost control in distribution'* usually 
connotes budget control of sales expense, but to my mind the sales 
budget is so closely related to sales expense that one cannot be 
properly established without taking into consideration most of the 
factors affecting the other. 

The Sales Budget 

The starting point in good practice, I believe, is with the sales 
budget. While the use of past sales, and past sales expense, may well 
be disparaged as the major element in the establishment of a scien- 
tific sales objective, they form the known points from which to 
proceed in the determination of a reasonably accurate total sales 
budget. 

Our procedure in setting total sales budgets involves three major 
steps. First, we endeavor to forecast business conditions, conditions 
in the building industry, and other general factors which relate to a 
group of our individual product lines. 

Forecasting General Business Conditions 

We have found a very definite relationship between an index of 
general business conditions and the sales of our appliance lines, and 
a similar relationship between sales of our wiring material lines, and 
a combined index of general business conditions and conditions in the 
building industiy. 

In our forecast of general business we make use of every possible 
method. We endeavor to secure from the leading services which 
publish indices of current business, a forecast into the future, and 
we request each of them to project its published general business 
curve through the budget period just ahead. 

Experts in business forecasting vary in their opinions. They 
cannot all be 100 per cent correct, and they tend to hedge in malHng 
their forecasts. But the extension of the business curve by various 
authorities resolves the forecast to a tangible basis, and provides an 
external check upon our own calculations. 

Our associates in other divisions of the General Electric Company 
at Bridgeport also submit their business forecasts to us. In the 
meanwhile, we in the Commercial Research Division make our own 
forecast. This is based upon barometers of general business such as 
machine tool orders, the long term movement of the investment 



CONTROL OF DISTRIBUTION COSTS 263 

securities market, and other indicators of the trend of general 
business. 

We also use what we term "deductive economic analysis/’ wherein 
judgment is brought into play to determine the relative effect of 
known facts and factors upon probable future trends. Such a pro- 
cedure may appear academic, but the composite opinion from a 
number of active minds has proved helpful in securing a more 
accurate determination of business trends. 

Most American businessmen are optimistic on future business — 
"hope springs eternal in the human breast.’^ Therefore, in combin- 
ing all these individual forecasts into one composite forecast, we 
consciously tend toward the conservative, and avoid "wishful 
thinking.” 

Relation of Industry to General Business 

Forecasting general business conditions is thus the first step in 
setting our sales budgets. Secondly, we determine the relationship 
of the individual industry figures with general business. See Qiart 
on page 264. In determining this, we follow a procedure which has 
become increasingly favored in recent years. Through statistical 
means, we eliminate the long time growth trend from the industry 
figures, and compare the residual fluctuations with the general busi- 
ness curve. The comparison shown on the chart on page 265 is for 
the floor vacuum cleaner industry. 

This forecast is made in terms of units of physical production. 
It is also necessary for us to forecast prices, because our sales budgets 
for most of our lines are on a dollar basis. 

For price forecasts we rely to a considerable extent upon the 
judgment of our sales managers, in addition to our general studies. 
Prices, of course, are a function of many factors, but we give special 
attention to two of these factors; first, whether the type of unit to 
be sold in the coming year will be a lower- or a higher-priced unit ; 
second, the price trend generally for the product. 

Forecasting Percentage of Industry Business hy Trend 

At this point in our study we have secured a dollar total for the 
industry. We now come to the third important element in our sales 
budget, our percentage of the industry as indicated by the trend 
relationship over a long period of years. 

This relationship translated into dollars is the sales estimate of the 
Commercial Research Division, It affords a tangible basis for dis- 
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cussion in the budget meetings, and, for the most part, has been the 
objective adopted. 

On those occasions when a sales budget has been adopted in excess 
of that indicated by our regular percentage of the industry total, it 
has been supported by unusual sales promotion plans and, when 
necessary, by plans for the additional man-power required to attain 
the larger objective. 

To obtain full advantage in the use of the product budgets for 
sales, there is one important ingredient we must build into them, and 
that is the ability to command the confidence of all who use them. 
We want everyone to feel that the objective is fair, and we are glad 
to have the opportunity to discuss the method of budget preparation 
with those who are interested. 

One of our guiding principles is that the sales budget shall not 
represent an inflated figure. If the salesmen or the distributors 
have any basis for contending or believing that the figures were 
“plucked out of the air,” the value of the budgets as sales control 
standards virtually disappears. 

Budgets by Territories 

Total budgets for lines are broken down to distributors' territories 
by means of indices of purchasing power, with separate measures to 
evaluate the territory for each product line. The use of purchasing 
power indices for such budget breakdowns may be contrasted to other 
methods in popular use. 

One of these methods is to base the budgets upon some percentage 
increase over past sales. Another is to secure field estimates of 
probable performance, and to use these estimates as the chief basis 
for the budgets. This latter method has the merit of reflecting cur- 
rent local conditions and, when adopted, is an incentive to the sales- 
man or distributor, since it is the budget he set for himself. 

The Purchasing Power Index 

Despite the real advantages in the use of such field estimates, we 
have used the purchasing power index as a basis for the distribution 
of our appliance budgets. The use of this basis involves some real 
problems, but thus far it has given us control advantages which 
substantially outweigh the disadvantages. 

One of the serious problems in the use of budgets based on pur- 
chasing power indices occurs when the total budget for a line is very 
little in excess of the previous year's performance. Unquestionably, 
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some distributors will show a performance in the previous year sub- 
stantially in excess of their current proportion of the national budget, 
which is indicated by the purchasing power index valuation of their 
territory. 

This situation arises because the distribution by the index is a 
distribution of average performance — ^it assumes that each distributor 
should secure the same average percentage of business in his terri- 
tory as is secured nationally by the Company. Thus a distributor 
who consistently secures a larger than average share of the market 
is underbudgeted when purchasing power indices are used. 

The advantage which at the present state of our distribution pic- 
ture has inclined us toward the use of purchasing power indices for 
distributor budgets is that they give us uniform standards upon 
which to measure performance. Strong and weak spots in our dis- 
tribution setup are clearly revealed in this vray, and steps can be 
confidently taken toward strengthening our distribution where that 
necessity is indicated. 

We have also found that the lower budget as compared to per- 
formance for a good distributor is no lack of incentive for him, 
since he endeavors to exceed the previous year's performance, and 
is also pleased with the high rating given him in comparative per- 
formance with other distributors. 

Adjusting the Basic Index 

Indices are sometimes questioned as standards of sales performance 
— ^they do not seem sufficiently related to the actual sales. To this 
the reply can well be made, that the actual sales of an individual com- 
pany seldom give guidance as to the adequacy of the job being 
performed. The company may have its strength localized in sections 
of the country, in certain size towns, among particular classes of 
dealers. To use even its sales averages, as determined by correla- 
tions, may mean the perpetuation of a poorly balanced job. 

An outside standard of measurement is needed. In most instances, 
the preferable standard is the industry volume of sales. When avail- 
able, such figures are usually by states. In the chart on page 268 
state sales percentages are shown for the washing machine industry. 
Note how erratic the sales are in an individual state from year to 
year. These sales figures are compared on the chart with the index 
we have established for this commodity, and with a basic index of 
purchasing power we have developed. 

Several adjustments were necessary in our basic index to make it 
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fit the situation reflected by the state sales of the washing machine 
industry. We found through simple correlation charts that two 
factors were the major influences modifying the basic index, so that 
it agreed substantially with the washing machine industry state sales. 
These factors, which were related to washing machine sales, were 
home ownership and type of population. 

Extending the Index to Counties and Cities 

The purpose of securing a close relationship between the sales 
figure and the index for states is to give confidence to the further 
extension of the index from the known quantity, states, to the un- 
known quantity, counties and cities. Careful study of the validity 
of this projection preceded the use of the index basis for these 
smaller territorial segments. In this study we were fortunate in 
having survey results available summarizing thousands of consumer 
interviews on washer ownership in a number of cities. 

These city data secured from the surveys were correlated with the 
index computed for the same cities. This procedure gave us cor- 
roborative evidence that the attenuation of the state index into the 
cities would result in a valid standard. 

Adjustment for Competitive Factor 

There is one factor we have injected into the purchasing power 
indices which, so far as I am aware, is unique with us, but should 
have an application to other electrical products. This modification of 
the purchasing power index we have termed the competitive factor. 
It was derived from studies which showed that an adjustment was 
necessary to allow for the difference in the intensity of competition 
prevailing in various size markets. 

This factor is not intended to allow for difflculties of individual 
distributors, because such standards would tend to perpetuate un- 
favorable sales results. Instead, this competitive factor is based 
upon the premise that the large markets have a greater intensity of 
competition than the national average, and the small markets a lower 
intensity of competition. 

Budgeting to Point of Sale 

Another difficulty with our consumer purchasing power indices 
which restricted their wholehearted acceptance and usefulness, was 
what is seemingly a minor point. The index measured the purchas- 
ing power of the residents of a community, rather than selling 
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capacity of the retail outlets. It was an index of point of use for 
our products, rather than point of sale. 

The index previous to this adjustment threw toa much of the 
budget into the suburban and rural areas. We have changed that 
condition. Now, the budget is distributed to the cities and towns. 

In the studies preceding this change, we tested a number of pro- 
cedures and found the following most valid. First, generally speak- 
ing, the purchasing power of consumers in a wholesale area was used 
as the base. Within the wholesale area, budgets were apportioned to 
the towns based on sales in two major retail classifications : (1) gen- 
eral merchandise stores, (2) furniture and household stores. These 
two classifications represent the important retail outlets for most of 
our appliances. 

The purchasing power index adjusted for these shopping power 
factors represents a decided step forward. We recognize that even 
this index has its limitations. At some future time it is probable 
that we will attain greater perfection in our indices. In the mean- 
while, the index and the sales budget based upon it are securing 
increasingly greater acceptance in the field. 

A major budget control computed from these indices is a budget 
for each distributor’s territory for individual product lines and by 
months. A second budget control consists of a product budget by 
towns. 

Reports Showing Sales Performance 

Qieck on sales performance is available chiefly through two re- 
ports. One is issued monthly showing the distributor’s purchases of 
individual commodity lines, for his territory as a whole. The other 
report is issued quarterly and shows distributors’ sales of the com- 
modity lines against budget by individual towns. We have recently 
expanded the town report to include about 2,000 towns, which pro- 
vides a budget standard for approximately 80 per cent of our 
expected sales. 

Perhaps because of its very simplicity, the effectiveness of the 
quarterly town report of sales, compared with budget, is consider- 
able. It is the means of bringing into focus, spotty distribution 
results, obscured in a summary for the territory. By pressure upon 
the weaknesses indicated in the report, the entire distributive organ- 
ization can be toned up to greater effectiveness. It helps produce a 
greater degree of balance in the sales of commodities, restricts adver- 
tising in accord with the potentialities of the towns, and affords the 
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sales manager a valuable instrument for the control of his dis- 
tributive efforts. The best testimony as to the value of the town 
budgets in sales direction and control is the constant extension of 
their use by distributors and by the individual sales sections. 

In general, the sales budgets have aligned our sales efforts in pro- 
portion to the opportunities. There is no question in our minds but 
that the increased effectiveness and balanced operation resulting from 
their use has contributed materially toward improvement in distribu- 
tion costs. 

Reports on Salesmen's Performance 

Reports on our salesmen’s performance includes both sales and 
expense. The chart on page 271 shows the operations of our appli- 
ance district sales organi 2 ation. The left portion of the chart dis- 
closes the sales and expense performance for the current month ; the 
right portion gives in more detail the operations for the year to date. 

The column on this chart shows the sales budget realiza- 

tion. The cumulative realization of budget varies in the districts 
from 75 per cent to 139 per cent. Budgeted and actual expenses are 
shown in the next two columns. These expenses are related to sales 
and to gross margin. A point might be raised with regard to show- 
ing the salesman’s performance against gross margin, especially since 
he does not have the opportunity to set the selling price. He can, 
however, place the emphasis on the most profitable items in the line, 
and thus should be judged not only by his volume but by the con- 
tribution of the volume to profit. In some reports it might even be 
desirable to go further and show the actual dollar contribution toward 
gross margin, since the percentage ratio alone is deceptive. 

Performance, as reflected by this report, is supported by other 
detailed reports. Variation from budget standards on both sales and 
expense can thus be localized and resolved into its elements. As you 
know from experience with manufacturing costs, both favorable and 
unfavorable results may be analyzed to advantage. 

Sales Expense Standards 

I have gone into the procedures we use to determine the sales 
budget, the standard for sales. We have also developed some pro- 
cedures, although not nearly so elaborate, to determine the sales 
expense standards shown on the chart. 

On the chart on page 273 is a simple analysis of ‘‘Traveling and 
Entertaining Expense.” This is a controllable item of expense and 
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warrants close study. An adequate amount of traveling money 
should be appropriated, so that the salesmen can perform their func- 
tion, yet restrictions must be imposed upon unwise expenditures 
which may occur through the thoroughly proper but misdirected 
efforts of the sales group. 

The chart shows the average annual and monthly traveling ex- 
pense per man. Perhaps the average is too high in itself, which 
would warrant investigation into the routing of the salesmen and 
the relationship of sales to expense by accounts and individual towns. 

A further basis for standards is secured by the comparison of 
district operations among themselves. We thus find some relation- 
sliip as would naturally be expected, in the square miles of territory 
to be covered by the salesmen and their traveling and entertaining 
expense. 

We find that the salesmen in District 9 cover 1,000 miles of area 
on the average, the lowest in the group; and their expense for the 
item under review is also the lowest. Likewise, the area with the 
largest square miles per salesman is the most costly for this expense. 
In between these two extremes there is a rgugh relationship, and the 
use of this relationship, bolstered by other factors, has resulted in 
thousands of dollars being cut from the traveling and entertaining 
expense budgets. 

The chart on page 275 shows a further analysis of controllable 
sales expense, other tlian “Traveling and Entertaining.” “Telephone 
and Telegraph” runs to the extremes of 9 per cent to 277 per cent of 
the average for all districts. Such extremes are certainly the starting 
point for further investigation. Such investigations reveal those 
methods which make for the most economical distribution. 

Expense Budgets 

Each expense classification was inspected in a similar manner, and 
in the composite they formed the district sales expense budget. 

Expense budgets are also established for headquarters operation 
and are built up by each sales and service section. It cannot be said 
that these budgets represent scientific standards. Each section budget 
is, however, a subject of intensive committee discussion, and after 
being subjected to a gruelling ordeal it emerges as being fairly 
related to requirements. 

I am doubtful that truly scientific standards can be set for these 
expenses. Comparisons of expense amounts or ratios among the 
sales sections are not particularly significant, because of the wide 
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differences in the industry distribution setup for the individual 
product lines. 

Our budgeted expenses at this point are apportioned over our 
product lines. You are more familiar than I with the problems 
involved in the distribution of expense to the product. Those ex- 
penses that are not a direct charge to the sales sections are distributed 
on various bases such as volume of work performed for the sales 
section, the budgeted sales volume, or the man-power involved. 

Budgeting Gross Margin 

At the time the expense budgets are computed, a budget is de- 
veloped for the probable gross margin. The individual expense items 
are related to the gross margin, and a pre-determined profit is ob- 
tained. In some instances where the indicated profits are not satis- 
factory, it is necessary to review the expenses again and decide which 
expenses may be further reduced. 

Control of these budgeted expenses and gross margin is exercised 
through a monthly profit and loss statement for individual products. 
These profit and loss reports are given close scrutiny by the manage- 
ment, and difficulties are followed up intensively. Responsibility for 
profitable operations is vested in management committees, and they 
are held strictly to account. 

In my discussion I have explained somewhat sketchily the pro- 
cedure we follow in controlling distribution and distribution costs. 
We have made some advance toward setting scientific standards for 
certain phases of operation; in other phases the use of standards is 
still in its embryonic stage. How far we may go in a practical way is 
still not certain. 

In setting such standards for distribution in particular, one word 
of caution is necessary. The man in the field himself is not standard- 
ized, neither are the situations with which he is confronted. We 
must be careful in setting the standards, so that we do not unduly 
substitute remote control in place of the judgment of the man on 
the ground. 

CHAIRMAN PACKARD : Thank you, Mr. Schoenfeldt. 

Our final speaker this morning needs no introduction to our mem- 
bers, but for the benefit of our guests I am going to give you a 
brief, biographical sketch. He is a graduate of the University of 
Minnesota and the Harvard Graduate School of Business Adminis- 
tration, and he supplemented his academic training by serving as an 
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instructor in accounting at both of these institutions. He also was 
connected at one time with the Harvard Research Bureau. 

His first business connection was with the Washburn-Crosby Com- 
pany of Minneapolis, where he served in accounting and statistical 
capacities. Then followed several years as controller of a company 
engaged in retail food distribution. 

Going to Washington in 1930 as a member of the staff of the 
Chamber of Commerce of the United States, he has devoted the past 
few years to a study of industrial problems, particularly as they are 
affected by legislative proposals before Congress. He is at the 
present time in charge of the National Chamber's activity in the field 
of domestic distribution. First President of the Washington chapter 
organized in 1932, he served as its President until 1934. He was 
elected a National Director in 1934 and has since served as National 
Director in charge of Research. 

He is going to speak to us this morning on the subject of dis- 
tribution in relation to competition. It gives me great pleasure at 
this time to turn the meeting over to our good friend, Art Gunnarson. 


DISTRIBUTION COST ACCOUNTING IN RELATION 
TO PROBLEMS OF COMPETITION 

A. B. Gunnarson 

Chamber of Commerce of the United States, 

Washington, D. C. 

I T is not my intention to discuss the technique or procedure which 
should characterize the proper determination of distribution 
costs. In the application of accepted accounting procedure to prob- 
lems of distribution costs there has been ample demonstration by the 
two previous speakers that a thorough grounding in the fundamentals 
of cost finding procedure is an essential prerequisite for the ultimate 
formulation of practical and workable marketing plans. The long 
experience which accountants have had in dealing with cost finding 
for manufacturing operations furnishes a broad background for an 
approach to the intricate problems involved in determining distribu- 
tion costs. The work already begun in this field as demonstrated by 
the applications discussed here today and by the ever-growing litera- 
ture on the subject is bound to expand. 

That accurate cost finding for all varieties of manufacturing and 
distribution operations will become an indispensable requirement is 
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apparent from a close study of the problems which are today perplex- 
ing business executives. In addition, cost accounting will increase 
in importance in the near future if certain trends discernible in legis- 
lative and administrative procedure in Washington and in the various 
states are at all indicative of the future. It is mainly to suggest some 
of the implications in these trends that I wish to draw your attention. 

Cost Accounting in Relation to Legislative Developments 

Recent developments in Congress and in the activities of certain 
governmental agencies emphasize the increasing importance which 
cost accounting will play in future operations of business and in 
relations between government and industry. Accountants must un- 
derstand the significance of these trends if they are to serve their 
employers or clients effectively. 

Most of you remember N.R.A. and the attempts made from June 
1933 to May 1935 to prescribe accounting procedure and cost for- 
mulas for a large number of industries and trades. In its endeavors 
to lay down accounting policies and to connect such policies with 
pricing practices, N.R.A. violated fundamental economic and ac- 
counting principles. Accounting procedure was circumscribed by 
legal terminology with the result that the flexibility so desirable and 
necessary for the day-to-day operations of business was largely lost. 
The direct connecting of accounting procedure with minimum price 
formulas, with prohibitions against selling below cost, and with price 
control devices was most unfortunate. The impetus which N.R.A. 
could have given to promoting better cost-finding methods among the 
industries and trades seeking codes was largely lost in a welter of 
confusion. Many of these industries and trades became so discour- 
aged in their efforts to stimulate further interest in proper accounting 
on the part of their members that years will elapse before serious 
attention to these problems can be expected on the part of some 
industries. 

Demise of N.R.A. did not bring to an end other evidences of inter- 
est of public authorities in the accounting practices of business firms. 
Such interest on the part of the Bureau of Internal Revenue and of 
the Securities and Exchange Commission are sufficiently well known 
to require no comment here. The Interstate Commerce Commission 
and regulatory bodies of the states have long had the accounting 
practices of railroads and public utilities under scrutiny. More 
recently the Vinson Act, pertaining to naval construction, and the 
now invalidated Guffey Act relating to the bituminous coal industry 
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raised fundamental questions as to the nature and extent of con- 
formance of corporate accounting practices with provisions laid down 
by federal statutes or regulations. In the offing looms the Social 
Security Act with its requirements as to records which employers 
must keep. 

Price Discrimination Under the Clayton Act 

In order to lay the background for the next development which it 
is desirable to discuss, it seems proper to begin with a reference to 
the Clayton Act, approved on October 15, 1914. Among other things, 
Section 2 of the Cla3rton Act* prohibits discrimination in prices 
where the granting of such discriminations may have the effect 
“substantially to lessen competition or tend to create a monopoly.” 
There is a proviso, however, to the effect that discriminations in price 
are permitted if price differentials reflect differences in costs due 
to variations in selling expense and transportation charges. Further, 
price discriminations may be justifled on account of differences in 
quantity and quality of products sold, or when made in good faith 
to meet competition. 

Price Differentials Related to Cost Differences 
It is to be noted that the law recognizes a relationship between 
prices and costs to the extent that price discriminations, whether 
they are in the form of net prices, or discounts and allowances, are 
permitted when justified by differences in selling and transportation 
costs. For legal interpretations of the Act relating to this point, it 
is, of course, necessary to refer to decisions of the courts. Unfor- 
tunately for the purposes of this discussion, however, few cases in- 
volving this question have arisen. 

Clajrton Act, Section 2 : 

“That it shall be unlawful for any person engaged in commerce, in the 
course of such commerce, either directly or indirectly to discriminate in 
price between different purchasers of commodities, which commodities are 
sold for use, consumption, or resale within the United States or any Terri- 
tory thereof or the District of Columbia or any insular possession or other 
place under the jurisdiction of the United States, where the effect of such 
discrimination may be to substantially lessen competition or tend to create 
a monopoly in any line of commerce: Provided, That nothing herein con- 
tained shall prevent discrimination in price between purchasers of com- 
modities on account of differences in the grade, quality, or quantity of the 
commodity soli or that makes only due ^lowance for difference in the 
cost of selling or transportation, or discrimination in price in the same or 
Afferent communities made in good faith to meet competition: And pro- 
vided ^rther. That nothing herein contained shall prevent persons engaged 
in selling goods, wares, or merchandise in commerce from selecting their 
own customers in bona fide transactions and not in restraint of trade.*' 
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In 1924 several bakery products manufacturers were charged by 
the Federal Trade Commission with violating Section 2 of the Clay- 
ton Act by granting quantity discounts to chain stores based on the 
combined purchases of all the stores in the chain while not extend- 
ing this privilege to individual grocers who might wish to continue 
their orders of bakery products. The manufacturers had adopted, 
publicly announced and adhered to, definite quantity discount sched- 
ules applicable to all customers. 

When the case was brought before a United States Circuit Court 
of Appeals, the court said that the practice of giving discounts is 
permitted under Section 2 and even went so far as to say '"it may be 
that the cost of selling the chain is the same as the cost of selling 
to the owner of but one store ; but that does not sustain the charge 
of price discrimination for there is no provision in the Qa 5 rton Act, 
or elsewhere, that the price to two different purchasers must be the 
same if it cost the seller as much to sell one as it does to the other.’' 
(National Biscuit Co. v. Federal Trade Commission, 299 Fed. 733.) 
Although the United States Supreme Court five years later rejected 
the decision in this case as having been based on unsound premises, 
the higher court’s decision did not touch upon the matter as to rela- 
tionships between prices and costs in determining price discrimina- 
tions. During this interim period, however, the Federal Trade Com- 
mission had had no substantial basis on which to bring actions in- 
volving price discrimination. 

Selling Below Cost 

Another case throws several interesting sidelights on the point of 
view of the courts respecting price discrimination. A manufacturer 
of spark plugs had over a series of years developed his product to 
the point where it was used almost exclusively as original equipment 
for Ford automobiles. To develop this market and in anticipation 
of the extensive replacement market which would later develop, the 
spark plug manufacturer sold his product to the Ford Company at 
less than factory cost. Prices on the spark plugs going into the 
replacement market exceeded the prices charged the automobile man- 
ufacturer. Over a four-year period, the loss from the sales made 
at less than cost plus the expense of advertising for promoting re- 
placement sales exceeded $1,000,000. At the end of this period re- 
placement sales had reached the volume of the factory equipment 
sales. 

In the meantime another spark plug manufacturer had come into 



CONTROL OF DISTRIBUTION COSTS 281 

the market. Through allegations respecting patents and trade marks, 
the second manufacturer was brought into court by the first, and in 
the ensuing litigation the second contended that the first, through his 
sales of spark plugs at less than cost had himself violated Section 2 
of the Clayton Act. As to this question, the court said ^'that Act — 
rightly interpreted — forbids discrimination in price between purchas- 
ers only where the effect may be unreasonably to lessen competition 
or tend to create a monopoly. . . . The price of the car to the orig- 
inal purchasers is presumably lessened by the low prices paid for 
factory equipment. The replacement price is not necessarily thereby 
increased above the normal from the mere fact that the loss incurred 
in providing factory equipment must be overcome by replacement 
prices. ... No doubt the immense quantities of plugs which (the 
first manufacturer) has been able to supply as factory equipment has 
enabled (him) to manufacture and market at much less cost than 
(he) otherwise could. The furnishing of factory equipment at less 
than cost seems to present a not unfair analogy to cost of advertis- 
ing.’’ (S. S. Kresge Co. v. Champion Spark Plug Co., 3 F. 
(2nd) 415.) 

The two decisions referred to are not especially helpful in clarify- 
ing the meaning of Section 2 of the Clayton Act, but they furnish 
some clues as to the nature of questions which are bound to arise un- 
der any statute which deals with such elusive matters as prices. For 
other clues it seems advisable to examine further the experience of 
the Federal Trade Commission, — the agency in which is vested the 
authority to enforce compliance with Section 2 of the Clayton Act 
and to deal with questions of unfair competition in interstate 
commerce. 

Large-scale Distribution 

On May S, 1928, the Senate of the United States passed a resolu- 
tion (Senate Res. 224, 70th Congress, 1st session) directing the Fed- 
eral Trade Commission to make an exhaustive study of chain-store 
methods of distribution. Some members of Congress were gravely 
concerned about the possibilities of developing monopolies in this 
field of business through utilization of unfair methods of competi- 
tion. In the resolution the Senate asked for information as to how 
far the growth of this form of distribution was based upon savings 
in cost of management and operation and how far upon quantity 
prices which were available only to chain-store distributors. 

For six years the Commission’s inquiry continued. On December 
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14, 1934, the last of some 25 reports was filed with the Senate. In 
this report the Commission reiterates the generally accepted point of 
view that price discriminations are not unlawful under Section 2 of 
the Clayton Act notwithstanding the fact that the effect ‘‘may be to 
substantially lessen competition or tend to create a monopoly’’ if such 
discriminations fall under the three provisos of this section previously 
discussed, i.e,, if the discrimination is “on account of differences in 
grade, quality, or quantity,” or makes “only due allowance for differ- 
ence in the cost of selling or transportation,” or is “made in good 
faith to meet competition.” 

The Commission’s report then goes on to say, “the question re- 
main whether the discrimination is ‘on account of’ differences in 
grade, quality, or quantity, or makes ‘only due allowance’ for differ- 
ence in cost of selling or transportation. Quantity and cost of selling 
are the only factors among these which give trouble in considering 
the legal status of discrimination in favor of chain stores. Cost of 
selling is generally in inverse ratio to the quantity sold to a given 
customer. This means that both quantity and cost of selling tend 
to support a lower price to chains than to small competitors of the 
chains. If the section be taken to mean that any difference in quan- 
tity justifies any amount of discrimination, it is obvious that the sec- 
tion may be readily evaded and gives no substantial protection against 
the evil denounced. If it be taken to mean that the discrimination 
must make 'only due allowance’ for difference in quantity, it involves 
a preliminary decision that a given discrimination does not make ‘due 
allowance’ in quantity before a proceeding under the section can be 
justified on practical grounds.” 

When it came to making recommendations for amendatory legis- 
lation which would remedy the difficulties mentioned by the Commis- 
sion, it brought forth no specific suggestion, but again referred to the 
difficulties of interpretation and enforcement growing out of the 
provisos regarding quantity, cost of selling, and meeting competi- 
tion. Instead, the Commission had already moved in another direc- 
tion, when on September 13, 1933 it had entered complaint against 
a large tire manufacturer charging the manufacturer with giving 
substantial price concessions to one large customer with the result 
that other customers were unfairly discriminated against. 

A formal cease and desist order was issued by the Commission on 
Ma:rch 6, 1936, and through an appeal taken by the manufacturer it 
may be expected that the courts will decide the extent of the Com- 
mission’s authority in dealing with discriminatory price practices. 
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Qimntity Discounts and Cost Differentials 

To this audience, the merits of the case may have no interest, but 
as the cease and desist order lays down some rules for accounting, 
and sets forth certain standards as to the relationship between costs 
and discounts, it may be considered as a prominent signpost pointing 
the direction of current developments in the field. 

The Commission contends that ‘‘the difference in price (as between 
the one large buyer and other customers) shown in this case far ex- 
ceeds any demonstrated difference in savings and bears no reason- 
able relation to the difference in cost.’^ The Commission also makes 
the following statements: 

^ The practice of giving large and powerful purchasers a dispropor- 
tionately large discount is not justified Such a discrimination, when 
made merely on account of size tends toward monopoly and the sup- 
pression of competition. If the quantity proviso be interpreted to mean 
that a manufacturer can discriminate with respect to quantity sales to 
any extent he desires, the section would be rendered meaningless and 
ineffective. It is clear that the quantity proviso can only have been 
intended to preserve to the large buyer the inherent economies of large 
purchases and does not give a manufacturer a license to grant him a 
favored price without restraint . . . 

In arriving at a price on account of quantity sold, some standard of 
comparison is necessary. It is the relation between price and quan- 
tity. . . . Quantity sales are cheaper than small ones and to this extent 
they are economically justifiable. A quantity discount based on the 
amount of annual sales is a price discrimination contrary to Section 2 
of the Clayton Act unless it can be shown that it represents and fairly 
approximates lower costs. On the one hand, remote and unsubstantial 
differences in cost may be disregarded, and on the other hand, a dis- 
count is not to be condemned merely because it does not mathematically 
accord with cost differences. . . 

A manufacturer, under the Clayton Act, is under a duty to comply 
with the law, and he may not make his bargains according to his own 
interest by discriminating as he pleases, however honest and however 
justifiable such course might be from the standpoint of commercial 
principles. . . . While a manufacturer has an interest in making attrac- 
tive offers, in order to secure as much business as possible, it^ is, how- 
ever, an interest which can only be consulted and acted upon in subor- 
dination to law. When one discriminates in price between competitors 
he reduces the price to one or some of them. Competition limits the 
selling price. When a competitor is given a lower price it follows that 
his profit has been increased by just the amount of the reduction. 

So much for the Commission’s interpretation of those provisions 
of Section 2 relating to quantity prices. This interpretation the Com- 
mission then applies in its cease and desist order restraining the man- 
ufacturer from discriminating in price, except insofar as due allow- 
ance is made for differences in cost of transportation and selling, as 
between the one large customer and all others. 
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The Sugar Institute Case 

Following by less than a month the issuance by the Federal Trade 
Commission of its cease and desist order against the manufacturer 
came the decision, on March 30, 1936, of the United States Supreme 
Court in the Sugar Institute case. Among other things, members 
of the Sugar Institute had agreed to eliminate all quantity discounts. 
This action had been taken presumably for the purpose of stamping 
out the practice of giving “unsystematic and secret quantity dis- 
counts.'' But members of the Institute had also agreed to prohibit 
discounts which were “systematically graded according to quantity." 
The practice was condemned by the Court which pointed out that 
selling sugar in quantities often resulted in substantial economies, 
and that by agreeing to prohibit quantity discounts, the seller was 
precluded from passing these savings on to the buyer. The Court 
upheld a decree enjoining members of the Institute by joint action 
from “preventing, restraining, or refusing to grant quantity or other 
discounts where such discounts reflect, effect, or result in economies 
to refiners either in direct or indirect costs." 

As a practical matter, this decision does not compel a manufac- 
turer to differentiate in price between a purchaser buying a small 
quantity and one buying a large quantity. But it does seem to indi- 
cate that members of an industry may not agree to eliminate all 
quantity differentials, particularly where sales in quantities can be 
made at a saving in cost. 

Allocation of Costs of Manufacture to Different Orders 

A further significant development growing out of the Federal 
Trade Commission's cease and desist order in the case of the tire 
manufacturer should be noted. In addition to ordering the manu- 
facturer to discontinue price discriminations, the Commission pre- 
scribes a general method of accounting to be followed by the manu- 
facturer for determining the total cost of tires produced. He is told, 
in effect, that any savings resulting from producing tires in large 
quantities due to orders received from one large customer must be 
spread over all orders and not allocated to the order of one customer. 
According to the Commission's ruling, the only variations in costs 
which may be taken into account in pricing tires as between differ- 
ent classes of customers are those which arise on account of differ- 
ences in selling and advertising. 
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Further Legislation on Price Discrimination 

The next important development relating to price discrimination 
was brought to a focus through the introduction of a number of bills 
in the Congress which has recently adjourned. These bills went 
through a series of hearings in both Houses and following passage 
of different bills in the Senate and House agreement was finally 
reached. The compromise bill was passed, and then approved by 
the President on June 19. This Act is commonly known as the 
Robinson-Patman Act and amends Section 2 of the Clayton Act. 
The original proviso in Section 2 which permits differentials which 
make due allowances for differences in costs of selling and transpor- 
tation is extended to include differences in cost of manufacture. The 
broadening of this provision would seem to increase the difficulties 
of determining justifiabe price differentials. 

Another portion of the Robinson-Patman bill makes it “unlawful 
for any person ... to sell . . . goods at unreasonably low prices 
for the purpose of destroying competition or eliminating a competi- 
tor.” It may be recalled that reference was made earlier to the opin- 
ion of the court that a manufacturer who sold his spark plugs at 
below cost was not violating Section 2 of the Clayton Act. Further, 
the experience of N.R.A. in attempting to administer minimum price 
provisions of codes, — with their multitudinous, and in most instances 
vague, definitions of “lowest reasonable cost,” “average cost,” and 
“individual cost,” — should be indicative of the difficulties facing the 
Federal Trade Commission and the courts in the event this provision 
of the bill is brought to a test. 

One of the most important new duties assigned to the Federal 
Trade Commission is that the Commission “may, after due investi- 
gation and hearing to all interested parties, fix and establish quantity 
limits — ^where it finds that available purchasers in greater quantities 
are so few as to render differentials on account thereof unjustly dis- 
criminatory or promotive of monopoly in any line of commerce.” 

Administrative Problems Ahead 

It should be apparent from the discussion which has preceded that 
we have now arrived at a point where a government agency may 
have the authority to determine maximum limits as to quantity dis- 
counts which may be offered under certain circumstances. It should 
be recalled also in this connection that in the case of the tire manu- 
facturer to which reference has been made the Commission has 
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undertaken to prescribe the methods of accounting to be used in 
ascertaining differences in cost which are to control price differentials. 

Where the road leads from here remains to be seen. The Robinson- 
Patman Act is more complicated than Section 2 of the Clayton Act 
and we have already seen the difficulties which the courts and the 
Federal Trade Commission have faced in attempting to apply this 
law to business situations as they have arisen. 


Problems Facing Business 

If the new law can be enforced there are a number of questions 
which seem pertinent and which you, as accountants, should keep 
before you as you return to your own tasks. Without in any way 
attempting to indicate policies which should be followed, let me leave 
with you the following questions: 

If you are a manufacturer who has followed a policy of giving adver- 
tising allowances, are you certain that you are receiving benefits com- 
mensurate with tile expenditures made? 

If you are a distributor who has been accepting advertising allow- 
ances, are you certain that the allowances received compensate you for 
advertising expenditures made in behalf of the manufacturer’s product, 
as well as for the time consumed by your sales force in promoting the 
sale of such products to customers? 

If you are a large distributor who has been receiving price differen- 
tials as a consequence of your ability to distribute large quantities of 
a product, would it be more advantageous to manufacture your require- 
ments if the advantages of price differentials were to be removed? (A 
news item in the New York Times of a few days ago reported that 
one large manufacturer selling to chain store organizations had an- 
nounced his intention of confining future sales to five such firms. 
Twenty salesmen now calling on retailers would be dispensed with. 

On the other hand, some chain store organizations are reported to be 
seriously considering extending their activities into the manufacturing 
field If these developments materialize, it would seem that the mar- 
gins between chain organizations and individual retailers, — ^the alleged 
wide spread of which has been complained of, — ^would be extended fur- 
ther rather than become narrower.) 

What are the possibilities of setting up separate corporations to 
manufacture for and sell to large-scale buyers ? 

What effect will this bill have upon the future development of private 
brands as compared with nationally-advertised brands? Will it be 
necessary for manufacturers to increase sales promotion efforts on the 
latter so as to make it necessary for mass distributors to carry such 
brands and thereby counteract the inroads which private brands may 
make? 

Will there be additional evidences of reciprocal buying arrange- 
ments? 

If you are now selling to a relatively few large buyers as well as to 
a substantial number of small buyers, and if you are offering to the 
few large customers price differentials which may not be permitted 
under the new legislation, would it be a good policy to restrict your 
selling to one class of customer? If so, which dass? 
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As I said in the beginning, it was not my intention to discuss any 
of the technical problems relating to the determination of distribution 
costs. By calling to your attention some of the developments which 
have been slowly gathering momentum during recent years, I hope 
I have stimulated your thinking toward considering certain basic 
problems not only with respect to accounting but also with respect to 
relations between government and business. As the years pass there 
will undoubtedly be opportunity to discuss these problems again and 
to indicate the success with which laws such as the Robinson-Patman 
Act are operating. As business organizations proceed to comply 
with the provisions of the new law, it would seem that increasing 
attention must be given to the determination of costs. 

There can be no denying the fact that accountants will be called 
upon to help solve a number of perplexing business problems. More 
than ever before, they will find it necessary to have a thorough un- 
derstanding of existing technique for the determination of costs, 
and they must meet the challenge of extending such technique to the 
solving of the intricate problems of management which will arise as a 
consequence of such legislative and economic circumstances as have 
been discussed. 

CHAIRMAN PACKARD: Thank you, Mr. Gunnarson. Be- 
cause of our time limitations, I am going to refrain from making any 
remarks on Mr. Gunnarson’s excellent address. 

And now, if Mr. Nielsen and Mr. Schoenfeldt will return to the 
platform, we will have a few minutes before lunch for discussion, 
and if that is not sufficient, we will reserve a little time this after- 
noon. Are there any questions? 

C. H. TOWNS (Partner, Loomis, Suffern & Fernald, New York, 
N, Y,) : Mr. Nielsen, as I remember it, referred to the results of 
consumer analysis saying that, for purposes of merchandising control 
and the planning of merchandise policies, a company might put its 
factory records in the safe. 

Now I can see that that may be true, but I should be interested 
in knowing whether Mr. Nielsen has any comment to make as to the 
value of the results of the consumer surveys for purposes of financial 
budgets. 

It seems to me that a factory would necessarily have to get out its 
factory records from the safe for purposes of making monthly 
budgets, and I should be interested in any comments that Mr. Nielsen 
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could make as to the relation of those two ; that is, the factory records 
and the consumer sales records for purposes of making the com- 
pany’s financial budgets. 

MR. NIELSEN : As I understand it, the question is whether 
or not the consumer sales figures can be used to set up future budg- 
ets and predict what you are going to sell in the next year. 

MR. TOWNS : From the factory viewpoint. 

MR. NIELSEN: Yes. I probably should confess that I did 
not mean literally that you should put all the records in the safe. 
I mean that in trying to determine the result of your last deal to the 
trade, it is frequently found that your own sales records just aren’t 
of any value for that particular purpose. 

In trying to set up your budget for next year, if you were a tooth 
paste manufacturer, for example, it would be tremendously impor- 
tant for you to have the latest available information on the trend of 
tooth paste versus tooth powder. If the trend toward powders is cur- 
rently, right at this instant, going against you, and you are facing a 
decline of 30 per cent, you want to know that right now when you 
are setting up the budget. 

If the trend had been going that way for four or five months, it 
might not have affected your sales records ; but if you have the latest 
up-to-date information from the consumers, that would be a useful 
fact in setting up your budgets. 

The same is true of trends toward or away from your brand. 
Those are important and can be determined from the consumer 
angle. The same would be true of trends by the city sizes. If you 
have a product that is sold largely in small towns, or if your brand 
has a particularly strong competitive position in small towns, and if 
an index of the sort I have described shows that the small towns are 
gaining, or that the sales of your class of product are gaining rapidly 
in small towns in the last few months, that would certainly be a 
factor to be set up in your budget. 

In brief, I do not know of any clients who do not use those figures 
as a guide in setting up budgets. In some cases they are even used 
as a guide in buying raw materials, because they know four or five 
months earlier what the demands are likely to be. 

B. W. SHREDER {Accountant, Sidney Warner & Sons, Inc., 
Chicago, III.) : Mr. Nielsen in his presentation has shown a com- 
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parison of one product with others, analyzing also by cities. I have 
a problem where in preparing a budget our sales are limited within 
one area. We sell direct to the consumer, so we are dealing with 
consumer sales. I would like to know what method Mr. Nielsen 
would recommend as a yardstick by which we may determine how to 
budget our next year's distribution. 

MR. NIELSEN : That is a very important question, but it is a 
type I feel rather inclined to duck, because I do not know your line 
of business or the methods used by competitors as to the channels of 
distribution in which they are selling. 

We have a standardized method of doing these things in the food 
and drug and department store industries, but if it came to setting up 
a method for the sale of liquor or hosiery or any other object, it 
would require a tremendous amount of study before we could do 
that. Maybe I do not understand your question. 

MR. SHREDER : I think I can make it much clearer by stating 
the business. It is the milk business. You are familiar with the 
milk business. It is usually limited ; that is, the smaller milk dealer 
is limited to a city. It is difficult to find out the total volume or 
potential sales in that territory, and I wonder if the population would 
be a factor. 

MR. NIELSEN : As it happens, we have just completed a sur- 
vey for the Milk Institute, where one of the problems is to find out 
the effect of the withdrawal of relief tickets or coupons which have 
been given to the relief clients in the City of Chicago and the sub- 
stitution of cash, whether they could spend the cash for anything 
they wanted to or spend the coupons for milk, and they were trying 
to find out whether cash was being now used for purposes other than 
the purchase of milk, and whether children were suffering as a result. 

That sort of information was obtained on a house-to-house basis, 
getting the purchases of each family before and after the change. 
I asume that the same process would have to be used in your case, 
calling on a certain percentage of the families in that town and dis- 
cussing their milk consumption with them. It is a practicable method, 
and it does not take as many calls as you would think. I believe we 
made a couple of thousand calls in the City of Chicago to get a cross 
section. 
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CHAIRMAN PACKARD: Are there any more questions? I 
hate to close the meeting with so few questions, but the time is get- 
ting rather short and we will close now to reconvene at two o’clock. 
We have a rather short and snappy program arranged for this after- 
noon, and as I indicated before, if any other questions occur to you 
with reference to this morning’s session, we will try to take care of 
them at that time. 

. . . The meeting recessed at twelve thirty-five o’clock . . . 
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CHAIRMAN PACKARD: Our first subject for this afternoon 
will be “What Is Required for Internal Audit Control?'' Our 
speaker has been a member of the National Association of Cost 
Accountants since 1920. He is a Past President of the Boston 
Chapter, and really needs no introduction to our members. 

He is Controller and a member of the Board of Executives of 
H. P. Hood and Sons, Incorporated, dairy experts. He has been 
very active in the affairs of the trade associations of his industry, 
being Secretary of the Controllers Council of the International Asso- 
ciation of Milk Dealers, a Director of the Controllers Council of the 
International Association of Ice Cream Manufacturers, and has 
served as a member of the accounting advisory committees of both 
associations. 

However, his business activities have not been confined to dairy 
products, and he comes to us with a well rounded experience which 
well qualifies him to present this subject. I take pleasure in calling 
upon Mr. Charles W. Tucker. 


WHAT IS REQUIRED FOR INTERNAL AUDIT 
CONTROL? 

Charles W. Tucker 
Controller, H. P. Hood & Sons, Inc., 

Boston, Mass. 

A S the result of considering from many angles the connotations 
^of the words, “What Is Required for Internal Audit Control?" 
I am somewhat overwhelmed by the magnitude of the subject. 
When I attempt to visualize the implications of the last three words, 
“Internal Audit Control," I feel very humble indeed, as I begin my 
attempt to furnish some of the ideas which might reasonably be 
expected in a paper planned to meet the demands of the iirst three 
words, “What Is Required," which loom up with such neon-like 
insistence. 

If I am to use my time and yours to best advantage, it is imperative, 
in discharging this assignment, that I preserve a semblance of that 
equilibrium which is so indispensable to the success of any under-^ 
taking. In order even to scratch the surface of this subject, I shall 
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be obliged to omit most of the step-by-step details of auditing and 
internal check with which I assume you are all more or less familiar. 

I propose to outline my conception of some of the more important 
features which, if prudently administered, will go a long way towards 
establishing and maintaining an effective system of internal audit 
control. A system such as that which I have in mind does not 
consist primarily of checking for the purpose of discovering irregu- 
larities, but is inextricably woven into the fabric of a program of 
cost reduction and control, and has for its underlying purpose the 
prevention of losses. 

In my endeavors to find an idea for a suitable beginning for this 
exposition, I recalled certain significant words in the opening para- 
graph of a memorandum outlining the functions and responsibilities 
of a controller, to which I had occasion to give my attention a 
number of years ago. These words which, despite their simple 
directness, offer such a challenge to ingenuity, are to the effect that 
the controller is responsible for connecting each step from the point 
where the company’s cash is paid out on proper authority, to the 
point where the company receives cash for merchandise delivered, 
and for reporting any shrinkages or losses in between. 

If one were to write a really worthwhile book on this subject, I 
suspect he would cover pretty completely the whole field of what is 
required of a modern controller’s department in a large and success- 
ful corporation. I suspect, also, that if the author had had the 
benefit of sufficient exposure to the many and varied problems falling 
within the general field of internal audit control, he would deal with 
a number of matters of a general management nature. 

With the great game of business being played on such a huge 
scale, involving the handling of such tremendously large numbers of 
transactions, in many cases through the medium of numerous manu- 
facturing and distributing units in the same company, it is simply 
appalling to find so many of our American business men persisting 
in their time-honored aversion to what they regard as ''red tape,’' 
with the result that efforts to keep essential records and systems 
setting forth individual accountabilities are in many cases almost 
completely thwarted. 

The desire for an orderly and smooth-running business is quite 
natural; but we naust recognize that human nature being what it is, 
steps must be taken to insure the compounding of the proper com- 
binations of precautionary ingredients, so that management may be 
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informed of the condition of the business with such timeliness as 
will enable effective remedies to be applied before it is too late. 

We cannot, of course, change human nature in business simply by 
rules and regulations and “systems,’^ any more effectively than we 
have been able to do with respect to certain great moral issues regard- 
ing which our law-making bodies have legislated from time to time. 
There is little doubt in my mind, however, that an adequate system 
of internal audit control will go a long way toward keeping an entire 
organization “on its toes,” with the result that errors will be kept 
down to a pardonable minimum and a satisfactory control will be 
maintained over the assets and expenses of the company, in addition 
to providing a most effective deterrent to potential embezzlers. 

In all too many cases, the employer has been at least equally at 
fault with the trusted employee who has yielded to the lure of what 
looked like easy money, and has been guilty of at least “contributory 
negligence” in failing to install reasonable safeguards which, if pro- 
vided, would have done much to keep the unfortunate one from 
slipping. 

When giving consideration to such matters, we are, of course, 
always confronted with the very real problem of cost. Not the least 
of our difficulties is that of balancing ‘the value of the system of 
control provided against the cost of bringing it about. 

To return again to my main theme: In my opinion, an adequate 
system of internal audit control exists in an organization only when 
there has been evolved the right combination of many factors which 
are all more or less interdependent. These factors are as follows: 
(1) Organization; (2) Personnel; (3) Policies and Procedures; 
(4) Records; and (5) Mechanical and Other Equipment Aids. 

Organization 

Fred W. Shibley once made the statement that “the way to control, 
is to control.” If real control is to be accomplished, however, the 
channels through which it can function effectively must be provided. 
Where the management has the right point of view with regard to the 
whole problem of control, you will find a controller with a will of his 
own, who, in order that he may maintain an independent point of 
view, is responsible to none other than the chief executive officer or 
the board of management itself. It would seem unnecessary to engage 
in a dissertation of any length on the desirability of establishing and 
maintaining such a condition of affairs. Suffice it to say that internal 
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auditing is more effective when there is a definite understanding of 
such a relationship to the rest of the organization 

The internal auditor should be responsible to the controller, and 
should engage in a scheme of work which should complement, not 
conflict with, that of the company’s external auditors. He should be 
one who is well versed in the operating essentials of the business and 
should have the ability to “read between the lines,'’ so as to detect 
readily any deviations from, or weaknesses in, the established system 
of control. 

In working out the scheme of organization, it should be borne in 
mind that wherever possible, accounting and record-keeping functions 
should be kept separate from those of operating, and that certain 
functions, of either an operating or an accounting nature, should be 
divided in such a manner that one employee may be checking another 
from the standpoints of accuracy and honesty. 

Personnel 

An organization is frequently “but the lengthened shadow of a 
man.” Although such a statement smacks of triteness, many out- 
standing examples of its truth may be observed among our con- 
temporaries. 

Wherever we find an outstanding, able chief executive, we usually 
find associated with him a well-selected group of key men, whose 
efficiency is increased by the fact that their thought processes for the 
most part are synchronized with those of the one to whom they look 
for their example. In a company with such a top layer of exec- 
utives, internal audit control can be made to yield results which will 
leave in the mind of the thoughtful observer no doubt of its value. 

The extent to which any system can be made to function satisfac- 
torily depends largely on the type of individuals who operate it. The 
human element is so unmistakably the backbone of the organization 
that it would be the utmost folly not to recognize the fact that the 
personnel problem is probably the most important with which we 
have to deal. 

If it were possible, through the medium of a dependable sixth 
sense, to hire only honest employees, there would be little to worry 
about so far as trustworthiness is concerned. Experience has proven, 
however, that occasional errors of judgment are unavoidable, and also 
that time has a way of changing an individual's ethical as well as his 
physical characteristics. And in giving consideration to such matters 
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as character and trustworthiness, we should not overlook that very 
important qualification, the ability to keep confidences. 

In spite of errors of judgment and the effect of time, it stands to 
reason that where well-tried and proven methods of personnel selec- 
tion and follow-up are in operation, a more dependable organization 
will exist than could be the case if these important matters were 
handled in an indifferent and slip-shod manner. 

The job is not finished, however, when a man is hired. Someone 
should check occasionally on his living conditions and personal habits, 
and proper consideration should be given to any changes as indicated 
by evidences of extravagant living, bad associations, or other signs 
of ‘‘stepping out of line.” 

The use of surety bonds, rotation of employees on jobs, and insist- 
ence that every employee take an annual vacation, all have their 
good points. 

A policy which forbids the employment of relatives in the same 
department is also worthy of careful consideration. 

Provision of opportunity for employees to acquire a stake in the 
business through stock ownership almost invariably results in an 
appreciable strengthening of internal audit control. 

The controller's supervisory and auditing staffs should be com- 
posed of persons who are unusually alert and capable of coping with 
changing business conditions, and of devising and initiating proce- 
dures for “keeping up with the times.” Some should be recruited 
from other industries and from the public accounting profession in 
order to obtain the advantages of fresh and varying viewpoints. 

Although I hesitate to attempt a lengthy description of the ideal 
controller, nevertheless I should like to leave the thought that he 
should not only be well versed in the technical aspects of accounting 
and auditing, a most essential qualification, of course, but he should 
be one who is capable of stepping out of the field of debits and 
credits and of exercising a general management point of view which 
will preclude his ever giving the impression that the business should 
revolve around accounting, but which, lOn the contrary, will enable 
him to conduct the affairs of his office so as best to meet the require- 
ments of the business. 

Before concluding these remarks on personnel, I bespeak your 
thoughtful consideration of a point which may seem somewhat far- 
fetched for inclusion in a paper of this kind : In the matter of per- 
sonnel selection, it would be interesting to know how many actually 
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take steps, beyond one or two tactful questions, to determine the 
exact state of health and physical soundness of applicants. 

Policies and Procedures 

It is gratifying to note a growing tendency to shape accounts so as 
to set forth the manner in which individual responsibilities are being 
discharged. Where such plans are in operation, uncertainty as to what 
is expected of one, and the resulting tendency to “pass the buck,'' 
seem to be reduced to a negligible quantity. 

In the operation of any system of accounts, it is important, of 
course, that competent accounting ability be on the job to properly 
shape the course of all entries at the start, so that, for example, 
items of expense are not confused with those which should be capi- 
talized, and vice versa. 

Reference to accounting ability reminds me that it is quite essential 
that the constructive accountant or “system builder" be thoroughly 
versed in internal auditing and checking methods. The problems 
incident to the work of the external auditor may, in turn, be greatly 
reduced where efficiency has featured the internal audit control setup. 

It is one thing, however, to set up a system, and an entirely differ- 
ent matter to keep it functioning as it was originally intended. I 
would stress, therefore, the importance of what I term a “system^s 
audit." To assure himself that the internal check, as well as other 
features of the system, are operating as intended, the controller 
will see to it that the internal auditing staff is properly instructed 
to bring to light any deviation from established procedures. It is 
always well to remember that “we attain excellence only through 
eternal striving, and maintain it only through eternal vigilance." 

As the result of recognition of the great importance of tax account- 
ing, in many sizable concerns we find tax departments in operation — 
or, in any event, at least one high-grade man attached to the con- 
troller's staff who devotes the greater part, if not all, of his time to 
handling tax problems. The wise controller will do well to heed the 
old truism that “two heads are better than one," and make use on 
occasion of professional tax consultants. Experience has proven 
that it does not pay to become too self-sufficient in the handling of 
tax problems. 

Any system of control, worthy of the name, should make provision 
for corralling and publicizing in understandable terms any deviations 
from the general plan of campaign, whether or not such a plan wears 
the uniform commonly described as a “budget." Apropos of this 
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suggestion, some very worthwhile results may be obtained through 
the use of ''unit” systems, where conditions are sudh as will lend 
themselves to the use of such “measuring sticks.” 

The operation of a unit plan makes it fairly easy to detect improb- 
able variations from what should be the figures under normal operat- 
ing conditions, and thus affords a very effective means of eliminating 
large errors of all kinds. 

A study of the trucking costs per unit of a large ice cream manu- 
facturer might, for example, disclose that such costs at one branch 
were greatly out of line with those of the other branches — due, 
possibly, to a faulty understanding on the part of the local manager 
as to the best way in which to handle his special delivery problems, 
or to an error of judgment as to the type of automotive equipment 
best suited to the needs of that particular territory, or to any one of 
several other conditions. 

I should not presume, before such a gathering of accounting 
experts, to discuss the many ramifications of controlling accounts. 
However, while enumerating various factors required for internal 
audit control, I feel I should mention the fact that suitable controlling 
accounts are a rudimentary necessity in the mechanics of an account- 
ing system. In addition to the advantages which accrue from the 
standpoint of minimizing the effort involved in locating errors, they 
have other obvious advantages of an internal check nature which 
must not be overlooked. 

More satisfactory results are obtained from the auditing staff when 
manuals of audit procedure are used, for the reason that misunder- 
standings are minimized and uniformity of work methods is attained 
by bringing to bear on current problems the best results of past 
experience, arranged in the order best suited for reference. The use 
of work programs — chronological lists of auditing work to be done 
within stated periods of time — is also worthy of mention. 

Reports of all kinds prepared by the controller’s department, and 
particularly audit reports, merit the most careful attention. The very 
nature of the auditor’s work subjects him to ready criticism, if he 
should be guilty of misstatements; and for self-protection alone, if 
for no other good reason, he must use great care in the preparation 
of his reports, the action-producing qualities of which will be greatly 
enhanced if they are based upon adequate working papers. Recom- 
mendations contained in audit reports are merely empty words, if 
action is not taken thereon. 

Provision should be made for the regular checking by the account- 
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ing department of all contracts, for the purpose of ascertaining the 
bookkeeping and accounting requirements incident thereto. 

A series of comments and illustrations, without particular regard 
for the logic of their sequence, may not be amiss at this stage, in order 
to serve as a “take-off’' for later discussion : 

Purchases: From an auditing standpoint, much of the value of 
securing competitive bids is nullified if proper provision is not made 
for preserving the bids for audit inspection. When purchases are 
made at prices higher than those quoted in the lowest bids, the auditor 
should see to it that ample explanation is forthcoming. 

Where proper internal audit control is in effect, the purchasing 
agent will not be found attesting to the receipt of goods. 

Careful records should be kept in the shipping department of all 
purchases returned to vendors. The reports to the accounting depart- 
ment of all such shipments should be carefully checked by the auditor, 
in order to be sure that such returns are not paid for. 

Purchases for employees' personal use should not be permitted 
through the accounts of the company. 

Great care should be exercised to prevent invoices of vendors from 
becoming fraudulently presented for payment a second time. 

The duties of stock clerks, receiving clerks, and shippers should be 
separated, wherever possible. 

Certain purchases which do not ordinarily fall under well-defined 
purchasing department regulations require special auditing attention. 
In this category are included, for instance, bills from public service 
companies, bills for professional services such as legal and auditing, 
as well as those for insurance, rent, taxes, and membership fees. 

Inventories^ In accordance with the principle that merchandise is 
the equivalent of cash, a definite policy must be adopted to the effect 
that serious discrepancies in inventories will not be tolerated, and that 
those who handle merchandise will be held as strictly accountable as 
those who handle cash. 

The frequency with which physical inventories are taken will have 
a decided influence on the effectiveness of the whole plan of inventory 
control. 

When proper classifications of inventory are carried, conditions of 
serious overstocking can be prevented, and the existence of imperfect 
or obsolete goods will be disclosed. Careful attention should also be 
given to the handling and recording of scrap. 
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Merchandise on consignment, in the hands of carriers, and in 
warehouses, merits special attention. 

Inventories at branches should be checked simultaneously with the 
verification of the cash and receivables at those locations. 

The actual taking of inventories should be done occasionally under 
the supervision of the internal auditor. 

The whole inventory program, including the issuance of standard 
practice notices and other forms of instructions relative to inventory 
taking and compilation, should be under the control of, or subject to 
the approval of, the controller. 

Fixed Assets: Probably no single occurrence within our memory 
has caused more attention to be focused on the importance of thor- 
oughly detailed property accounting than has that famous Treasury 
Decision now commonly known as “T. D. 4422.’’ In attempting to 
comply with the requirements of this momentous edict, many busi- 
ness concerns have found to their deep chagrin that they were woe- 
fully behind the times in the application of modern methods to 
accounting for fixed assets. Such antiquated laxity in the handling 
of their cash and receivables would never have been countenanced, 
yet they have been content not only to acquiesce in the preparation 
of erroneous and misleading statements, but by failure to provide a 
few reasonable safeguards, they have virtually invited outright theft. 

A modern business concern requires detailed and well-kept fixed 
property records just as surely as it requires that records of cash, 
inventories, receivables, and investments be kept in one hundred per 
cent perfect working order. 

Inactive or non-operating property, and equipment in the so-called 
^‘salvage’’ classification, should receive very careful consideration, 
from the standpoint of proper valuation, as well as from that of 
disposing of or utilizing such property to best advantage. 

Some companies regard the handling of their inactive properties 
of such importance that monthly analytical comparative reports of 
changes in the “Inactive Property” accounts, and of the expense for 
carrying such properties, are made a definite part of the business of 
their executive committees. 

Transfers of equipment from one plant to another, or from one 
department to another, must be handled in accordance with the pro- 
visions of a properly conceived plan which provides for authorizations 
and full information; otherwise, a chaotic fixed asset situation is 
bound to exist. 
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Securities: Much newsprint has been consumed in accounts of 
embezzlements of securities by trusted custodians, who succumbed to 
their desires to “borrow"’ for one purpose or another. Both internal 
and external auditors should make it a practice to note the serial 
numbers of all securities, at each examination, and to account care- 
fully for all changes which occur from one period to another. 

Never less than two responsible officials, acting in conjunction with 
each other, should have access to the company’s securities, which 
should be kept in a safety deposit box at a bank of unquestioned 
stability. 

The most careful attention should be given by the auditor to making 
sure that all income from securities is properly accounted for. 

Cash Disbursements: A properly conceived set of “Disbursements 
Regulations,” setting forth in detail all possible types of expenditures, 
and indicating clearly the approvals required before cash may be 
disbursed, will, if rigidly adhered to by the accounts payable and 
internal auditing departments, prove to be one of the most valuable 
pieces of administrative mechanics in use anywhere in the business, 

A careful follow-up of old outstanding checks, frequently dis- 
closes situations which should be known and acted upon without 
delay. 

Proper supervision of the handling of checks, incident to recon- 
ciliations of bank statements, brings to light, now and then, a number 
of situations such as forged signatures and endorsements, which aid 
in the discovery of padded payrolls and other abuses. 

Those who sign or countersign checks should never do so in blank 
in advance, and should insist that all supporting vouchers be attached 
when checks are presented for signatures. Incidentally, the respon- 
sibility of affixing countersignatures should be taken seriously, and 
not performed in a haphazard or perfunctory manner. 

Sales: Passing over the details of procedure from the point where 
the order is taken to the point where shipment is made, I want to 
project into bold relief the important idea that a sale is not completed 
until the money is in the till. From strictly technical accounting and 
legal standpoints, I know such a statement is inaccurate; but from 
a profitable business control viewpoint, there is a lot to be said in 
its favor. 

In addition to other important considerations, there is a very im- 
portant forward-looking auditing feature involved in the credit- 
granting process — ^an advance determination, if you please, of the 



OPEN FORUM DISCUSSION 


303 


final effect which sales will make on the earnings account. Impor- 
tant auditing functions are also brought into play in the course of 
efforts to collect accounts. Such observations as these may very well 
suggest the idea that the credit man should be attached to the 
controller’s division. In many cases, he is. 

A real highlight problem of internal audit control is that of keep- 
ing at a minimum abuses in connection with cash sales. 

Sales discounts and allowances at times offer the unscrupulous 
bookkeeper or cashier a profitable field in which to operate. 

Receivables: Accounts written off as uncollectible should be ac- 
companied in every instance by a full explanation of the reasons 
for such disposition, and should be properly approved by a respon- 
sible executive. They should be carried in a separate, well-arranged 
“Suspense” ledger, statistically controlled by the accounting depart- 
ment. Collections on such accounts should be carefully checked by 
the auditor to the accounts affected. 

Bills and statements should be mailed by some person in the 
accounting department duly assigned to this work In most lines of 
business, the practice of having bills and statements delivered by 
salesmen should be prohibited. 

Needless trouble is caused wherever accounts due from employees 
are allowed to stand for any length of time. Prompt settlement of 
such accounts should be insisted upon. 

Occasional tactful confirmations of customers’ balances by the 
internal auditor serve a very useful purpose. 

Cash Receipts: Cash intake problems of different kinds of busi- 
nesses vary widely. From the very nature of things, the procedures 
are much more complicated, for example, in a concern which supplies 
the dairy products needs of over a million people, involving the 
issuance of more than ten million bills in the course of a year, with 
the multiplicity of detail entailed in the collection and banking of 
cash incident thereto, through the medium of more than fifty branches 
operating in several states, and necessitating transactions with some 
fifty-odd banking depositories, than would be the case with a large 
automobile distributor selling nine or ten thousand fairly high- 
priced cars in the course of a year, with all his operations under one 
roof. 

The problem of actually getting cash into the bank without inter- 
ference on the part of the underworld gentry has not been a par- 
ticularly easy one to solve, in some cases. The use, however, of 
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certain types of safes, in the operation of which it is necessary that 
representatives of the bank or transport company be present in order 
that the safe may be opened with the aid of a second key which 
remains permanently in their possession, has proven very eflfective 
as a deterrent of daylight raids. 

Reference probably should be made to those classes of cash receipts 
which result from transactions not within the scope of the regular 
operations of the business — as, for example, receipts from the sale 
of scrap or waste, collection of insurance claims, rents, and returned 
insurance premiums. 

Observations as to whether checks are post-dated, whether they 
are signed, whether the written amount agrees with that shown by the 
figures, restrictions in connection with endorsements, and many 
other such details, should be provided for in the regulations with 
which all persons handling cash should be supplied. 

Payrolls: Few of the policies of a business exert greater influence 
on its success than those which prescribe the manner in which its 
payroll procedures are administered. 

Whether wages should be paid by check or cash is sometimes diffi- 
cult to decide, I feel that, in my company’s case, the advantages of 
the check method greatly outweigh the disadvantages. Whereas, 
prior to shifting over, a few years ago, to the check payment method 
and the use of the two-key cash chests previously mentioned, we 
averaged several branch holdups a year, since the simultaneous adop- 
tion of the two features just referred to, we have not suffered a single 
attempt at a holdup in any of our offices. How much of the credit 
is due to payment by check, and how much to the new equipment, 
would be difficult to say. The fact remains, however, that the incen- 
tive for holdups has been removed. 

Unclaimed wages may be controlled much more satisfactorily 
when checks rather than cash are used for payroll purposes. 

Wherever the same clerk who prepares the payroll also distributes 
the cash or checks to the employees, it is essential that such payrolls 
be audited. 

The advantages, from an auditing standpoint, of a wise use of the 
records of the emplo3mient department should not be overlooked. 

The internal auditor should accompany the paymaster occasionally, 
and actually participate in the distribution of the payroll, investigating 
all points which may arise which, in any way, look questionable. 

Commissions and contest prize money paid to salesmen should 
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receive the auditor’s regular and careful scrutiny, so as to guarantee 
that monies paid out are reconcilable in every particular with rates 
and other provisions previously approved by the proper managing 
authority. 

Very beneficial effects from an all-round standpoint may be accom- 
plished by requiring that all proposed payroll changes be approved 
by a finance committee before being put into effect. 

Records 

The psychological value of records is a factor which should receive 
the most careful consideration. Due to faulty design, careless record- 
ing, and certain other reasons, they have not in many cases brought 
about the intended results. 

Just as it is essential for a good draftsman or machine designer 
to utilize stock parts (bolts, nuts, etc.) in creating mechanical de- 
vices, it is also essential that those responsible for the design of 
records be thoroughly posted on the standards governing their line 
of endeavor. 

Satisfactory results in the handling of the forms of a large com- 
pany may be realized only when the responsibility for all matters per- 
taining thereto has been centralized. 

Although it would be very difficult to determine the exact amount 
of the losses incurred in time wasted in the compilation of informa- 
tion of doubtful or no value, the fact remains that altogether too 
many such records are in existence and waiting for an alert auditor 
or controller to unearth and eliminate them. 

In concluding this very sketchy treatment of the important subject 
of ‘"records,” let me mention a type of record which should receive 
more executive consideration than it is given, in many instances. 
I refer to journal entries. Too often, incompleteness and inaccuracy 
characterize these vouchers. Before they are posted, they should 
be thoroughly checked and approved by the proper supervisory 
personnel. The controller and other company officials should be 
required to give their attention from time to time to the examination 
and approval of certain important journal entries. 

Mechanical and Other Equipment Aids 

The evolution of business machines has progressed to the point 
where it would today be foolhardy to attempt to develop a system 
of internal audit control for a business of any size, without taking 
into consideration the advantages which would result from their use. 
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As suggestive of some of the more unusual types of mechanical 
equipment which have become practically indispensable, I should 
like to mention a few examples. In doing so, it is not my intention 
to express a preference for any particular t3rpes of equipment, but 
rather to use them simply as illustrations of the extent to which 
business control has become dependent upon such aids ; 


Automatic cashiers 
Bookkeeping machines 
Burglar and fire alarms 
Calculating machines— 
motor- and hand-driven 
Cash registers 
Change-making machines 
Check-signing machines 
Chemical warfare gas 
equipment 
Counting machines 
Counting scales 


Electric eyes 
Fare boxes and registers 
Manifold machines 
Money counters 
Numbering machines 
Odometers 

Pneumatic tube systems 
Protectographs 
Postage meters 
Slot machines 


Slug ejectors for pas- 
simeters 
Sortergraphs 
Sprinkler systems 
Tabulating and sorting 
machines 
Telautographs 
Time clocks 
Time locks 
Time stamps 
Water screens 
Weighing scales 


Conclusion 

Now, therefore, in the light of the various points which I have 
presented for your consideration — some of which, I hope, will 
stimulate a lively and constructive discussion — my resume of my 
answer to the question asked in the title of this paper is as follows : 
A satisfactory state of internal audit control may be said to have 
been achieved when the factors of organization, personnel, policies 
and procedures, records, and mechanical and other equipment aids, 
have been so developed and combined as to produce a harmonious 
whole which will definitely aid in realizing an earnings account with 
a credit balance commensurate with what management and stock- 
holders might reasonably expect as a return on their investment of 
effort and capital. 

CHAIRMAN PACKA.RD : Thank you, Mr. Tucker, for a very 
complete and excellent presentation of your subject. 

Both of our next two speakers have rather short papers for you, 
but, having in mind that many of the members may be planning on 
early trains, we are going to confine the discussion following each 
speaker to not more than ten minutes. We are now ready for ques- 
tions for Mr. Tucker. 


C. H. TOWNS {Partner, Loomis, Suffern & Ferncdd, New York, 
N. F.) : Mr. Tucker said that the internal auditor ought to report 
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to the controller. It just happens that in the case with which I have 
been familiar, where the work of the internal auditor seemed to me 
most effective, he reported to the vice president who, in that case, 
was performing most of the functions that would ordinarily be 
performed by the president, because the president was in a semi- 
retired state. I would like to ask Mr. Tucker what objections he 
feels there are from an organization point of view to that sort of 
setup. 

MR. TUCKER; No objections, necessarily. It seems to me that 
that is a matter for your own officials to decide, and depends entirely 
on the requirements of your own internal organization setup. I 
spoke, of course, from the standpoint of my own personal experience; 
in accordance with the setup in my own organization. It might 
very well work out to advantage as you suggest in your particular 
case. 

FRED A. SHARP {Controller, New York Hospital, New York, 
N. Y.) : I would like to answer Mr. Towns' question, if I may, by 
our setup. As controller, I am responsible to the board of gov- 
ernors, and the internal auditor, in consequence, is responsible to me. 
Our outside auditors audit me and they in turn are responsible to 
the audit committee of the governing board. It ties it up completely. 
The internal audit is for my satisfaction, the external audit is for 
the governing board. 

MR. TUCKER: Your case is very nearly an exact parallel of 
mine. 

SCOTT A. EDGELL {Budget Supervisor, Ohio Rubber Co,, 
Willoughby, Ohio) : On the question of payroll, do you see any par- 
ticular weakness in the paymaster passing the checks in a large indus- 
try over to the foreman to pass out? They have nothing else what- 
ever to do with the payroll. They are just a means of distributing 
the checks through the plant. 

MR. TUCKER: It would seem to me that the results would de- 
pend very largely on the trustworthiness of the foremen involved. 
I think you would be courting trouble under some circumstances by 
a practice of that kind. 

BERNARD J. SLAUGHTER, JR. {Controller and Office Mana- 
ger, The Crane & Breed Casket Co., Cincinnati, Ohio) : Would 
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you give us a little further information about surety bonds as an 
essential part of the scheme of internal audit control? 

MR. TUCKER: Although I believe that they have a definite 
place in a system of internal audit control as far as protecting em- 
ployers to the extent of determined losses is concerned, I believe 
that many times they are relied upon to too great an extent by com- 
pany officials. 

R, F. WHISLER {Head, Standards Dept., National Cash Regis- 
ter Co., Dayton, Ohio) : I would like to ask what, in your opinion, 
from the audit standpoint, is the value of having time clerks report- 
ing, we will say, to the time study supervisor or the factory super- 
intendent ? 

MR. TUCKER: It all depends, it seems to me, on the require- 
ments of your own particular internal organization setup, as to what 
should be done under the circumstances. 

Looking at the situation, however, from the standpoint of what 
might accomplish the best internal audit control, I should think, 
offhand, that a better organization lineup would be in effect if the 
time clerks reported directly to the time study supervisor. That 
would be my impression, although I have not had very much actual 
experience with that kind of a situation, and I would, of necessity, 
want to give the matter greater consideration if I were up against 
an actual problem of the kind suggested. 

JOSEPH A. PETRI CK {Cost Accountant, Kellogg Switchboard 
& Supply Co., Chicago, III.) : I have to disagree with you on that, 
that the timekeepers should report to the time study men. It seems 
to me it is more proper that they report to the cost accountant who 
has charge of the payroll, and who is responsible for making sure 
he is not paying out any more money than the workers are entitled to. 

MR. TUCKER: Well, as I suggested before, undoubtedly there 
are points of view at variance with that which I expressed, which 
are worthy of consideration. 

HOWARD C. ZOOK {Cost Accountant, The Wooster Brush Co., 
Wooster, Ohio) : I would like to ask Mr. Tucker a question. In 
selecting the personnel, would you be governed by the school record 
of that person, or would you dig deeper into the personality of that 
person ? 
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MR. TUCKER: In our own particular case, we are trying to 
get into our organization, people who are worthy from an all-round 
standpoint. We investigate their past experience, their educational 
background, and take into consideration their personality; and last, 
but not least, as suggested in my paper, we are trpng to determine 
to the best of our ability, how they rate from the standpoint of their 
physical condition. We would not, for example, think of bu3dng 
horses or cows without thorough veterinarian examinations. Yet in 
many cases we could incur far greater risks if we hired employees 
without first having a doctor’s certificate attesting to the soundness 
of their physical condition. 

CHAIRMAN PACKARD: Thank you, Mr. Tucker. 

In January of this year, our Association published a very interest- 
ing article by one of our Boston Chapter members, Jonathan N. 
Harris, entitled, ‘What Did We Earn Last Month?” 

In his article, with which I assume the majority of you are familiar, 
Mr. Harris advocates the exclusion of the uncontrollable items of 
factory expenses such as fixed charges, when calculating the in- 
ventory value of goods produced, and proceeds to give a case example 
of this plan in actual use. 

So many comments were received at Headquarters in connection 
with Mr. Harris’ article, that your committee felt that it might be 
helpful to give the subject a further airing at this session. 

We therefore arranged with our good friend, Howard Cooper, to 
make a restatement and elaboration of Mr. Harris’ proposals, and, 
incidentally, to voice some very definite ideas of his own on the 
subject. Dr. Cooper, in addition to being a Past President of our 
Baltimore Chapter, is a graduate of the School of Commerce, Ac- 
counts and Finance of the University of Denver, having received 
the degree of Bachelor of Commercial Science in 1923 and the degree 
of Bachelor of Science in 1925. He received the degree of Master 
of Science from Columbia University in 1927, and the degree of 
Doctor of Philosophy from Johns Hopkins University in 1932. 

Since 1928 he has been Instructor in Accounting at Johns Hop- 
kins University. I take pleasure in calling upon Dr. Cooper. 
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ELIMINATION OF FIXED OVERHEAD EXPENSE 
FROM INVENTORY AND PRODUCTION COSTS 
UNDER THE STANDARD COST PLAN 

Dr. Howard E. Cooper 
Instructor in Accounting, Johns Hopkins University, 

Baltimore, Md. 

T his paper grows out of an interesting and novel idea presented 
in the Bulletin of January 15, 1936, by Mr. Jonathan N. Harris 
under the title “What Did We Earn Last Month?” concerning which 
there was a considerable degree of controversy as evidenced by the 
subsequent discussion in the Forum. 

Outline of Proposal 

Due to the limited time available I shall confine my discussion to 
the central point of issue ; namely, the idle plant aspect of a seasonal 
business. It is claimed that under a general practice of absorbing 
currently in profit or loss over- or under-absorbed factory burden, 
the resulting monthly profit figure is likely to be distorted. This is 
particularly true in those companies whose activities are highly 
seasonal. For purposes of this discussion let us assume a company 
whose sales are highly seasonal, also whose productive activities are 
seasonal in that the peak of production comes during those periods 
immediately prior to those in which the goods are sold. 

By following the so-called orthodox methods of accounting it is 
claimed that during those periods when production activities are high 
and sales are low, there results a situation in which production costs 
are anticipated and charged to inventory through the absorption of 
overhead at a fixed rate. This creates an accumulation of over- 
absorbed burden, to the extent that production exceeds normal, which, 
when closed into profit and loss for the period, may show an abnormal 
profit. Conceivably an increasing profit can be shown in the face of 
declining sales. On the other hand when sales activities are up and 
production is down, these periods must bear the normal or standard 
cost of sales and in addition absorb a substantial unabsorbed over- 
head expense debit, which can result in decreased profit in the face 
of increased sales. It has been questioned if such a situation can 
be defended by the explanation that the variations in volume of 
production should logically bring about such a result. 

In order to correct this difficulty a new conception of the cost to 
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manufacture has been proposed. The essential difference is that the 
factory overhead expenses be broken into two groups; those which 
vary more or less with production on one hand, and those which are 
more or less fixed on the other. It is proposed that the standard cost 
to manufacture be made up of material, labor and variable overhead 
costs; that the fixed overhead expense, variations of which ordi- 
narily give rise to a volume variance, be eliminated from factory 
costs and absorbed currently in the profit and loss statement as they 
occur, in the same way in which selling and administrative expenses 
are absorbed. It is claimed that this eliminates the necessity for 
determining normal overhead rates and that all expenses of manu- 
facture vary more or less with the volume of production and are 
controllable. The question is not so much one of standard cost 
accounting procedure, in that this proposed change be made with the 
idea that it will aid management in controlling costs, as it is one of 
the correct determination of periodic profits. 

Illustrative Figures Presented 

For purposes of giving point to the argument Table I on Page 312, 
taken from the Bulletin,^ shows the results of operations by quarters. 

Table I shows the Profit and Loss Statements both under the 
orthodox plan of accounting and under the direct cost plan and is 
based upon the following assumptions.^ 

1. Annual fixed factory overhead expenses amount to $75,000 

per quarter or $300,000 per year. 

2. The standard manufacturing cost of normal production for the 

year, including the above $300,000 of fixed charges, is 
$1,500,000. 

3. The allowance in standard manufacturing cost for fixed charges 

is therefore $300,000 divided by $1,5W),000 or 20%. 

4. Actual cost of materials, direct labor, and direct production 

expenses are equivalent in total (for this illustration) to 
the standard cost of these items — in other words there are 
no manufacturing variances. 

5. Sales volume is exactly the same under both the orthodox and 

the direct cost plan of accounting. 

6. Expenses, including in this category all charges against profit 

and loss except cost of sales and fixed factory charges, are 
the same under both the orthodox and the direct cost plan 
of accounting, and (for the purposes of illustration) are 
assumed to be $63,000 per quarter, thus eliminating them as 

1 N. A. C. A. Bulletin, Vol. XVII, No. 14, March IS, 1936, pp. 756-7. 

2 Ibid., pp. 755-6. 
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1st Quarter: 

Sales 

Standard cost of sales 

Gross profit 

Expenses 

Operating: profit 

Unabsorbed factory overhead . 
Fixed factory expense 

Net profit or loss 

2nd Quarter: 

Sales 

Standard cost of sales . . . . 

Gross profit 

Expenses 

Operating profit 

Overabsorbed factory overhead 
Fixed factory expense . ... 

Net profit or loss 

3rd Quarter: 

Sales 

Standard cost of sales 

Gross profit 

Expenses 

Operating profit 

TJnabsorbed factory overhead . 
Fixed factory expense . . . . . • 

Net profit or loss 

4th Quarter: 

Sales 

Standard cost of sales ...... 

Gross Profit 

Expenses 

Operating profit 

Unabsorbed factory overhead . 
Fixed factory expense 

Net profit or loss 

Annual Results: 

Sales 

Standard cost of sales 

Gross profit 

Expenses 

Operating profit 

Unabsorbed factory overhead . 
Fixed factory expense 

Net profit for year .... 


P&U Statements P&U Statements 

(under orthodox (under Direct Cost 


acctg. plan) 

. $184,000 

100,000 

84.000 

63.000 

21.000 

15,000 

(profit) $ 6,000 


269.000 

175.000 

94.000 

63.000 

31.000 

39.000 

(profit) 70,000 


668,000 

570,000 

98.000 

63.000 

35.000 

40.000 

(loss) 5,000 


388.000 

300.000 

88,000 

63.000 

25.000 

55.000 

(loss) 30,000 


1.509.000 

1.145.000 

364.000 

252.000 

112.000 

71,000 


acctg. plan) 

$184,000 

80,000 

104.000 

63.000 

41.000 

75.000 

(loss) $34,000 

269.000 

140.000 

129.000 

63.000 

66.000 

75.000 

(loss) 9,000 

668.000 

456.000 

212.000 

63.000 

149.000 

75.000 

(profit) 74,000 

388.000 

240.000 

148.000 

63.000 

85.000 

75.000 

(profit) 10,000 

1,509,000 

916.000 

593.000 

252.000 

341.000 

300.000 


TABLE I 


41,000 


41,000 
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a factor having influence m the results. (Of course I realize 
that such an assumption is never actually realized in business, 
but this is beside the point.) 

7. Production is assumed to have occurred as follows, in which 
20% of each figure represents the allowance for fixed factory 
charges under the orthodox accounting plan : 


First Quarter $ 300,000 

Second Quarter 570,000 

Third Quarter 175,000 

Fourth Quarter 100,000 


$1,145,000 

It is claimed that under the orthodox procedure, the reported 
profits are distorted by reason of the substantial over- or under- 
absorbed burden figures, whereas, under the direct cost plan these 
fixed expenses are absorbed as they are incurred with the result that 
the profit or loss bears a more reasonable relationship to sales activity. 
For example, it is claimed that it is difficult to explain a situation such 
as prevails in the third quarter in which the sales have risen from 
$269,000 to $668,000 with the result that a $70,000 profit has been 
converted into a $5,000 loss. 

Correction of Figures to Eliminate Variation in Markup 

It should be explained that the gyrations in profit in this instance 
are caused not so much by the over- or under-absorbed burden as by 
the fact that in the third period the percentage of markup based on 
cost has been so reduced that the sales price is no longer sufficient to 
show a profit. It will be noted that in the first quarter the markup 
based on cost is 84%, the second 53.7%, the third 17.2% and the 
fourth 29.3%. If it were necessary to mark these goods down to 
move them because of the over-production of merchandise in the 
preceding period, the showing of a loss in the third period might be 
in order. I do not believe that this is what was intended. I have, 
therefore, in Table II, restated the sales figures basing them on a 
fixed percentage of markup which in this case approximates 31.5%, 
The other assumptions remain unchanged. This I believe eliminates 
a confusing factor and simplifies the study of the problem. 

The results of operations under the various circumstances might 
be more readily grasped by reference to the charts on page 315. 

Line A, Chart 2 represents the net profits under the original figures 
following the orthodox practice, whereas line C represents the net 
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P&L Statements 
(under orthodox 


acctg plan) 

1st Quarter 

Sales $131,000 

Standard cost of sales 100,000 


P&L Statements 
(under Direct Cost 
acctg plan) 

$131,000 

80.000 


Gross profit 

31,000 

51,000 

Expenses 

63,000 

63,000 

Operating loss 

. . 32,000 

12,000 

Unabsorbed factory overhead 

Fixed factory expense 

15,000 

75,000 


Net loss 47,000 


87,000 


2nd Quarter 

Sales • • 231,000 

Standard cost of sales 175,000 


231.000 

140.000 


Gross profit . .... 56,000 91,000 

Expenses . • 63,000 63,000 


Operatinff loss ... 7,000 

Operating- profit 28,000 

Overabsorbed factory overhead . ... 39,000 

Fixed factory expense 75,000 


Net profit or loss 


(profit) 32,000 


(loss) 47,00Q 


3rd Quarter* 

Sales 752,000 

Standard cost of sales 570,000 


752.000 

456.000 


Gross profit 182,000 296,000 

Expenses 63,000 63*000 

Operating profit ..... 119,000 233,000 

Unabsorbed factory overhead 40,000 

Fixed factory expense 75,000 


Net profit 


79,000 


158,000 


4th Quarter: 


Sales 

Standard cost of sales 

395,000 

300,000 

395.000 

240.000 

Gross profit 

Expenses 

95,000 

63,000 

155,000 

63,000 

Operating profit 

Unabsorhed factory overhead 
Fixed factory expense . - . - . 

.. . 32,000 

... 55,000 

92.000 

75.000 

Net profit or loss 

. . (loss) 

23,000 ' (profit) 

Annual Results: 

Sales 

Standard cost of sales 

1,509,000 

1,145,000 

1,50?, 000 
916,000 

Gross profit . 

Expenses ..... 

364,000 

. . . 252,000 

593.000 

252.000 

Operating profit 

Unabsorbed factory overhead . , 
Fixed factory expense 

.. .. 71,000 

341.000 

300.000 


Net profit for year' 41,000 


17,000 


«,000 


TABUE II 
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profits under the revised figures following the orthodox practice. 
Line B represents the net profits under the original figures following 
the direct cost plan whereas line D represents the net profits under 
the revised figures following the direct cost plan. The quarterly 
sales and production are also shown in Chart 1 m order to compare 
the variations in these items with those in the net profit figures under 
the various proposals. 

It will be noted that by using the revised figures which eliminate 
the effect of the variations in markup that the net profits do follow 
the trend of sales under each plan An interesting point is to be 
noted in this connection, i e., that the fluctuations in net profit are 
considerably more violent under the direct cost plan than they are 
under the orthodox plan, also that these fluctuations are proportion- 
ately much more violent than the fluctuations in sales This is by 
reason of the fact that under the orthodox plan a larger part of the 
expense of manufacture is absorbed during the period when the sale 
is made than is the case under the direct cost plan. 

Problem of Under- and Over-absorbed Burden Remains 

This does not dispose of the question, however, but it simply 
means that as between periods the variations between productive 
operations and sales volume jnust be more violent even than those 
represented. For example, in making use of the assumptions stated, 
if the volume of production in any quarter were to exceed $690,000 
the over-absorbed burden would be sufficient to absorb the selling 
and administrative expenses so that a profit could be shown even 
though there were not a dollar of sales made that quarter. 

Assume, for example, that in one period the production amounted 
to $690,000 which would result in an over-absorbed burden of 
$63,000, and m the following quarter the production is $100,000 with 
the result that the under-absorbed burden is $55,000 and the sales are 
as shown at the top of page 317. 

Is the profit correctly shown when with three times the volume of 
sales a profit of $31,000 is converted into a loss of $23,000? It 
might be claimed that the situation is reduced to absurdity but this is 
not necessarily so. The situation is possible and it is proper to ques- 
tion the results so obtained. Stated more simply, is it proper to show 
a profit by manufacturing goods for inventory? Most accountants 
would promptly answer no, but if over- or under-absorbed burden 
is to be taken up when it develops, that situation is possible. 
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P & L Statements 
(under Orthodox 
acctg. plan) 


1st Quarter: 

Sales $131,000 

Standard cost of sales 100,000 


P & L Statements 
(under direct cost 
acctg. plan) 

$131,000 

80,000 


Gross profit 31,000 

Expenses 63,000 


51.000 

63.000 


Operating loss 32,000 

Over-absorbed factory overhead 63,000 

Fixed factory expense 


12,000 

75,000 


Net profit or loss 

. . . (profit) 

31,000 

(loss) 

87,000 

2nd Quarter: 





Sales 

.... 395,000 


395,000 


Standard cost of sales 

.. . 300,000 


240,000 


Gross profit 

.... 95,000 


155,000 


Expenses 

.... 63,000 


63,000 


Operating- profit 

.... 32,000 


92,000 


Unabsorbed factory overhead 

.... 55,000 




Fixed factory expense 



75,000 


Net profit or loss 

— (loss) 

23,000 

(profit) 

17,000 


Problem Is When To Absorb Fixed Overhead Expenses 

For purposes of discussion, the problem is a question of the deter- 
mination of the proper interim period in which to absorb certain fixed 
factory overhead expenses. There are three possibilities. First; 
an expense can be absorbed in the period in which it is incurred; 
second, it can be absorbed in a period prior to its actual occurrence ; 
and third, it can be deferred and absorbed at a later period. 

Under the direct cost plan the expense for fixed factory overhead 
is absorbed in the period in which it is incurred. Opposed to this 
there is a well-established principle of accounting in which all costs 
in connection with an article of merchandise should in so far as 
possible be charged to the same period in which the credit is taken 
for its sale. This may in some cases call for the anticipation of a 
cost or it may call for a cost being deferred. 

Here is a principle which to me offers the basis for a line of 
thought in which a solution for the problem can be found, A solu- 
tion which will preserve the conception of manufacturing cost and at 
the same time show a profit or loss figure in keeping with what one 
might reasonably expect. A solution on this basis will not be diffi- 
cult to present to the board of directors. 
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The distortion of profits appears to be not so much a question of 
the proper determination of what the standard cost to manufacture 
should be, as of what to do with the over- or under-absorbed burden 
growing out of a fixed rate of overhead absorption. 

It has already been suggested in the Forum that the under- or 
over-absorbed overhead be not absorbed currently but deferred so 
that the under-absorbed overhead of one period will offset the over- 
absorbed overhead of another period. This plan has merit in that 
it eliminates a large part of the objection which has been raised to 
unreasonable resulting profits when it has been absorbed currently. 
The objection to deferring these under- or over-absorbed items is 
that in case the actual production should fall short of the planned 
production (not an uncommon situation), there may result a sub- 
stantial unabsorbed burden at the end of the year which may be 
embarrassing. What was thought to have been a substantial profit 
may turn out to be much less or none at all. 

A Suggested Solution 

The procedure I should recommend for a business similar to the 
one described, would, I believe, meet the objections to the plans 
above. I would not take up the over- or under-absorbed burden 
currently as indicated in the orthodox plan of accounting but I 
would defer it as just described with an important modification. This 
modification has its purpose in meeting that situation in which actual 
production differs from that which was estimated. As soon as it 
becomes apparent that there may be a balance of under- or over- 
absorbed burden at the end of the year, I should start at once to 
build up a reserve of sufficient size to absorb it. For example, you 
are into the year’s operations and it is found that sales are not what 
was expected, production is slowed down, and it appears the year 
will be closed with a debit idle plant variance. Each month’s profit 
and loss can be charged and an appropriately labeled reserve can be 
credited with an amount sufficient to build up a reserve which will 
absorb the expected debit variance at the end of the year. Con- 
versely, if it appears that things are going along better than was 
expected, sales are greater, the volume of production is greater and 
it appears that there will result a credit variance at the end of the 
year, each month’s profit and loss can be credited and a reserve can 
be debited in order to build up a sufficient reserve to absorb the 
credit variance. 

This reserve might be considered an inventory reserve. As to 
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the propriety of an inventory reserve for the purpose of absorbing 
this kind of an item, it can be said that, had it been possible to know 
what the actual volume of production would be, the overhead rate 
would have been set so as to absorb this overhead. The adjustment 
to inventory is in effect a correction of inventory values giving effect 
to the newly determined information. It shows more closely what 
the inventory should be had you been able to correctly anticipate the 
volume of production. This has the result so far as net profits are 
concerned of giving effect to more recently discovered information 
regarding the volume of plant activity. 

The feasibility of treating this as an inventory reserve would 
depend to some extent upon the length of the manufacturing period 
and the size of the inventory carried. If the manufacturing period 
is short and inventory is not large, it may be more desirable to carry 
the reserve as a prepaid expense or deferred income item as the case 
might be until such time at the end of the year as it is closed out 
by absorbing the over- or under-absorbed burden. 

I believe that this plan has a distinct advantage over the direct 
cost plan because it does tend to charge that period making the sale 
with the costs of those sales. It does not lead to wide fluctuations in 
profits which are the result of the direct cost plan. I believe it repre- 
sents a more defensible net profit figure than the other plans con- 
sidered. It does not destroy the concept of cost to manufacture, nor 
does it destroy any management features of present practice such 
as the determination of an idle plant variance. Assuming the over- 
head rate to be carefully set, the result is a net profit figure based on 
the best information obtainable at the time the overhead rate is set 
but corrected currently as the year's operations unfold. 

CHAIRMAN PACKARD: Thank you. Dr. Cooper. 

And now let us see how much discussion we can crowd into the 
next ten minutes. 

J. C. METSCH (Cost Accountant^ Lehn & Fink Products Co., 
Bloomfield, N. J.): I would like to point out that in advertising 
nationally advertised products, where a large expenditure is made 
before the product is actually sold, the expense is oftentimes spread 
over a period of months so as not to burden one month with the 
excessive expense. I think the same can be done in your case, by 
charging more expense to the month where there is the largest amount 
of production. If we are going to say what is fixed burden and 
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what is not, we are open to big arguments. After all, fixed burden 
in my opinion should be any kind of a burden which is necessary to 
keep the plant running. Still, many items of expense may be called 
fluctuating expense. It is rather a big problem. 

DR. COOPER: I started out on the assumption, in the paper, 
that you can separate your fixed from your variable overheads. In 
some cases I think there is some question about that, but the proposal 
I had in mind does not disturb the conception of cost of manufacture. 
You cannot get away from cost of manufacture, anyway. 

Under Mr. Harris' proposal, it was suggested that you make an 
inventory adjustment at the end of the year for inventory purposes. 
You will always have to keep this fixed overhead in mind, also, for 
the problems of setting the selling prices in so far as the selling 
prices may be set by costs. 

WILLIAM H. S. ROGERS {Accountant, McKinsey, Wellington 
& Co., Boston, Mass.) : In accordance with Mr. Cooper's sugges- 
tion that reserve be set for a deferred credit or charge during the 
months of the year when we had a high over-absorbed or under- 
absorbed burden, I would like to add this observation; that is, that 
one of the national companies that I know of, with national distri- 
bution, has tried to get all of their costs into their different terri- 
tories and zones. In order to accomplish that they set up what they 
call an “extra cost account," and to each of their standard costs they 
add a certain percentage for extra cost. 

In the early months of the year they developed a large credit in 
this account, and then in the latter months of the year when the 
factories are not operating at normal capacity, they have a debit that 
they can use against the accumulated credit. 

DR. COOPER: The substance of the whole thing, as Mr. Har- 
ris insists, is. What is your profit? And the goal is to attempt to 
determine, as nearly as possible, an interim profit. We are not 
concerned so much here with annual profit, but profit, say, by months. 

JOSEPH A. PETRI CK {Cost Accountant, Kellogg Switchboard 
& Supply Co., Chicago, III.) ; Dr. Cooper, I would like to have 
your opinion as to whether it is proper to charge burden on plant 
assets that are made by a company for their own use. 

DR. COOPER : I should say “Yes." I think it is quite all right, 
representing an actual expenditure. 
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MR. METSCH : Do you think it is logical to take out of factory 
burden certain elements ? Does it not rather destroy the picture ? 

DR. COOPER: Yes, I think it does. 

CHAIRMAN PACKARD : The third and last scheduled subject 
for this afternoon is, ‘‘Should Materials Be Charged into Process at 
Actual Cost or Replacement Cost?'’ Again we have for our speaker 
a chapter Past President. He graduated from Pennsylvania State 
College in 1918, and following his graduation saw seventeen months' 
service overseas with the 20th Engineers. 

From 1919 to 1922, he was with the Reading Iron Company on 
production work. From 1922 to 1924 he was paymaster and cost 
accountant for the Temple Malleable Iron and Steel Company at 
Temple, Pennsylvania. 

In 1924 he became head of the cost department of William H. 
Luden, Inc., where he remained until 1928 when he entered into the 
employ of the Ritchie Mining Company as office manager. 

In 1929 he became associated with the Armstrong Cork Company, 
serving successively in the capacities of accountant and cost account- 
ant, chief cost accountant, chief accountant, and — ^if he has not 
been promoted since he left for the convention — ^he is now Chief 
Accountant and Auditor of that company. It is my pleasure to in- 
troduce to you, Mr. Green, Past President of our Reading Chapter. 
Mr. Green. 


SHOULD MATERIALS BE CHARGED INTO PROCESS 
AT ACTUAL COST OR REPLACEMENT COST? 

Earl A. Green 

Chief Accountant and Auditor, Armstrong Cork Co., 

Lancaster, Pa. 

T he valuation problem as it applies to materials charged into 
process is by no means a new one although undoubtedly radical 
changes in economic conditions in recent years have served to make 
the problem more acute. The subject is therefore most timely and 
should provide the basis for a most interesting and enlightening 
discussion. 

While it is true that in dealing with the process accounts our prob- 
lem is confined to the manufacturing or processing field, nevertheless 
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it seems to me the subject should prove of interest to all accountants, 
regardless of their particular field of endeavor. 

Question Involves Inventory Valuation 

It is well not to be deceived by the apparent simplicity of this 
question. To put it another way, the full importance and extent of 
our problem is not readily revealed in the wording of the question 
itself. Any basis used for pricing materials into process is reflected 
in the value of the materials left on inventory as well as the materials 
included in the work in process and finished stock inventories at the 
close of each accounting period. Therefore, any principle of valu- 
ation which is developed must recognize the fact that the valuation 
placed on the inventory affects both the balance sheet and the state- 
ment of profit and loss. Since inventories are included under the 
caption of current assets on the balance sheet, the valuation thereof 
has an important bearing on the current ratio. 

However, it is not to be inferred from the foregoing that the 
subject has been switched to ‘‘Inventory Valuation,” but rather it is 
to be interpreted as an effort to give full emphasis to the importance 
of our problem. However, I believe you will agree that the subject 
for discussion is so interlocked with the subject of inventory valu- 
ation, that we shall have to trespass over the line occasionally to do 
it full justice. 

As it is my function to present the subject in introductory fashion 
prior to its discussion from the floor, my efforts will be confined to 
a review of the arguments for and against each of the two bases of 
valuation embodied in the question, rather than to support the use 
of either. 

In defining actual material cost in practice there seems to be little 
tendency to go beyond invoice price plus transportation charges in- 
ward, all other assignable charges, such as buying, handling, storing, 
etc., being handled, for the sake of convenience, as an element of 
burden. While it is generally conceded that trade discount should 
be deducted from the gross billing, there seems to be some dispute 
among accountants as to whether purchase discount is to be deducted 
from invoice price or whether it is to be regarded as a financial earn- 
ing and accordingly shown on the statement of profit and loss under 
the caption of “Other Income.” 

One of the most diSicult problems arising in accounting for ma- 
terials is that of pricing the materials issued. The ideal basis would 
seem to be actual cost, but because of the difficulty and often the 
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impossibility of determining this figure precisely under the storing 
methods in use, it becomes necessary to adopt some approximation 
of actual cost. The bases of approximating actual cost in the most 
general use are — 

1. Weighted average cost 

2. First-in, first-out method 

Weighted Average Cost 

Where the “weighted average cost” is employed, the result of 
course is influenced by the number of units acquired at the various 
prices. One of the advantages claimed for this method is that it 
tends to iron out violent fluctuations in the prices of the materials 
charged to manufacture. The application of this method has the 
advantage, according to Amidon and Lang in their book, Essentials 
of Cost Accounting, of costing each issue at the inventory value at 
the time of issue and in placing a more uniform value on the material 
used for a particular order. 

The use of this method is subject to the objection that in a rising 
or falling market, the results may be far from satisfactory. Another 
objection is sometimes advanced that the clerical effort involved 
tends to make this method impracticable and costly, since a new unit 
cost must be computed every time new units are purchased. How- 
ever, the validity of the latter objection depends quite largely on the 
frequency and relative size of purchases. 

The “weighted average cost” method is criticized by some on the 
ground that it assumes that goods are withdrawn from inventory in 
exact proportion to the physical amount of the various lots then 
composing the stock, whereas the assumption is obviously unreliable 
in a great many cases. The chief practical objection to the method, 
however, seems to lie in the fact that the Bureau of Internal Revenue 
has frowned upon its general use. 

However, it must be remembered that what is desired is a reason- 
able method of approximating actual cost and the “weighted average 
cost” method, in a great many cases, especially where the rate of 
turnover is fairly high, appears to meet this requirement. 

Cost on First-In, First-Ouf^ Basis 

The “recent-purchases” or “first-in, first-out” method of approxi- 
mating cost is favored by the Bureau of Internal Revenue and has 
been widely used in recent years. This method is based on the 
assumption that material as withdrawn from inventory is always 
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taken from the oldest stock, or, in other words, the goods on hand 
consist of the most recently acquired lots. This results in a value 
for the materials inventory that approximates the current market 
price, particularly where the rate of turnover is high. 

In using this method the procedure is to price the goods called 
for in the requisition at the price paid for the oldest lot on hand 
until that lot is exhausted, then proceed to the next oldest lot, until 
the requisition is filled. 

The advantages of this method are very capably enumerated in the 
Accountants Handbook and may be summarized as follows: 

This method of approximating invoice costs where actual cost cannot 
be expediently obtained can, in general, be strongly recommended. 
Apparently there are no serious objections to the method, either tech- 
nical or otherwise and there are certain important advantages. These 
may be summarized as follows: 

1. It is based on cost and hence raises no question of unrealized in- 

come or loss. 

2. It is drawn from the actual records in a systematic manner, with- 

out the use of estimates. 

3. It conforms to sound principles of economics in business in that 

the resulting inventory value is usually a fair representation of 

the current commercial values. 

4. It is based upon a clear cut assumption as to the movement of 

goods throughout the concerns, which is good business for the 

management to adhere to as closely as possible. 

5. It is approved by the Bureau of Internal Revenue. 

6. It is a very convenient method to use in pricing out of stock 

under any continuous inventory system. 

The accuracy of the material cost transferred to work in process 
depends especially upon the reasonableness and accuracy of the sys- 
tem employed in pricing requisitions. Where any method of approxi- 
mating actual cost is employed in pricing materials as they flow from 
inventory into process, the cost of material charged to a particular 
order or job is, of course, not the exact cost of the material used on 
that job. However, if the method of pricing is sound, the resulting 
costs of work in process, on the average, will be reasonable and 
sufficiently accurate. 

Objections to Use of Actual Cost 

The principal objection to the actual cost valuation of materials 
charged to work in process, regardless of the method used, is based 
on what may be termed a balance sheet consideration. If replace- 
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ment costs have either advanced or fallen as compared to actual cost 
it may be argued that the inventory on an actual cost basis does not 
exhibit true financial condition. 

The second objection to the use of actual cost valuation is that 
in so far as selling prices reflect current replacement costs, the man- 
agement is not properly guided by statements based on book costs. 

In general neither of these objects is vital, particularly in the case 
of up-to-date, fast moving stock. If desired, either depreciation or 
decline in value can be given effect to in the balance sheet through 
the use of an appropriate reserve method. 

Replacement Cost 

Replacement cost as used for the valuation of materials charged 
into work in process is generally defined as a present invoice price 
plus inward transportation charges, handling and storage costs, etc., 
on the basis of what these additional elements would now cost. As 
in the case of actual cost, however, the tendency in practice is to 
stop short of any serious attempt to assign operating charges other 
than transportation costs to the material. 

The consistent use of replacement cost for the valuation of ma- 
terials charged to process, in the case of those standard materials 
which are highly sensitive to market changes, can be argued to be 
more effective than original cost, from a managerial standpoint. 

The consistent use of replacement cost is likewise defended from 
the standpoint of sound balance sheet construction. Kohler and 
Morrison (Principles of Accounting) state, '^selling prices which 
the going concern will obtain are influenced by the cost of replacing 
the material rather than by the cost of the goods which happened 
to be on hand.” It is further claimed that in manufacturing much 
more than in trading, it is to be expected that changing replacement 
costs of materials will be reflected in changing selling prices of prod- 
ucts. 

A very interesting article “Inventory Valuation and Profits,” writ- 
ten by V. L. Elliot, a member of our Philadelphia Chapter and 
reprinted in the March issue of the Accountants Digest, seems to 
bear out the foregoing contention, in the oil industry at least. In 
this case the Uniform Accounting Committee of the American Pe- 
troleum Institute, after two years of study and discussion, recom- 
mended the “last-in, first-out” method of valuation, in the belief that 
since, in the petroleum industry, oil product prices generally follow 
crude oil prices, this plan of charging current costs against current 
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sales is the proper one in either normal times or in a depression 
and should result in more stable earnings being reported by each 
company in the industry using it. 

However, Howard S. Thompson in his article, ''Oil Inventories 
Accounting,” reprinted in the same issue of the Accountants Digest, 
disagrees with the plan adopted by the American Petroleum Institute 
stating: 

For some years I have favored the “average” method of accounting 
for the flow of commodities and their inventories, as I am convinced 
that better results are currently obtained under this method and that 
more satisfactory comparisons can be made as between periods. There 
are many situations in which neither the “first-in, first-out” nor the 
“last-in, first-out” rule can be applied for various reasons, and even 
where it is possible to use one or the other of them I think that they 
are much less desirable than the “average” method, on account of the 
defects in the reasoning upon which they are based. 

Objections to Replacement Cost 

While the consistent use of replacement cost is of distinct advan- 
tage in a period of falling prices, in which case it meets with the 
requirements of the Bureau of Internal Revenue for income tax pur- 
poses, in a period of advancing prices it tends to result in the in- 
clusion in the operating statement, of profits not realized by sales 
and this of course is contrary to one of the most strongly entrenched 
theories of balance sheet construction, namely, no profits may be 
anticipated and all losses must be provided for. 

Aside from the general theoretical considerations, there are sev- 
eral more practical objections to replacement cost as a basis for 
valuation of materials charged to process, such as : 

1. It is not approved for income tax purposes by the Bureau of 

Internal Revenue. 

2. It requires continuous determination of replacement costs for 

each item of material on inventory and therefore involves 

considerable additional clerical effort in some industries. 

3. It is generally regarded as being non-conservative by account- 

ants, bankers, and business men, 

4. It leaves the field of book records for a territory where esti- 

mates play a considerable part. 

5. Where it means the inclusion of appreciation in income it has 

no legal status. 
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It is evident from the foregoing that each basis of valuation has its 
advantages and disadvantages. However, as stated previously, no 
attempt is made in this introductory presentation to support either 
one, it being the opinion that greater benefit will result if we are to 
develop an opinion through discussion from the floor. 

CHAIRMAN PACKARD: Thank you, Mr. Green. 

All right, let’s have it! 

MR. SHARP : I would like to have the speaker’s opinion on this 
way of handling inventories: 

On January 1 you take an inventory, and you value it at cost or 
market — whichever is lower. During the year you issue goods on 
an average price. Experience has shown me that that does three 
things : In the first place, it does away with violent fluctuations if you 
have stock at the beginning of the year which has not been added 
to during the year — ^you are on a cost price, naturally — and at the 
end of the year when you take your inventory again you value it 
in cost or market, whichever is lower, and that meets the govern- 
ment regulations. 

In my opinion that method of handling inventories does away with 
very violent fluctuations even in a time of rising prices, but I would 
like your opinion. 

MR. GREEN : I agree with you that in a period of rising prices, 
the use of the average cost method does appear to meet the require- 
ments of the Internal Revenue Department in regard to the valuation 
of inventory. However, since we are required by income tax 
regulations to revalue the inventory at the end of the accounting 
period at the lower of cost or market, in a period of falling prices, 
especially where material is contracted for on a three, six, or nine 
month basis, if we have made no provisions for market fluctuations 
in the form of a current contingency allowance or reserve, the profit 
picture which we have built up in our minds throughout the year is 
due for a rude shock, due to the loss incurred through writing the 
inventory down from cost to market in this case. 

In my own company we set up a contingency reserve throughout 
the year to allow for the market fluctuation. Naturally this is an 
approximation and is by no means one hundred per cent correct, but it 
has served very satisfactorily to minimize the loss due to inventory 
write-downs at the end of the year and it certainly has eliminated the 
headaches that so often go along with this situation. 
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GEORGE P. ELLIS {Partner, Wolf & Co., Chicago, III.): 
It seems to me that for the past two days, starting especially 
yesterday afternoon, we have been trying to introduce accounting tax 
expediency for real accounting principles. I say it is high time for 
the accounting profession to decide on the basis of principles what 
should be done, rather than to let the Bureau of Internal Revenue 
and everybody else tell us how we should keep our books. 

I do not care what the Bureau of Internal Revenue says from the 
standpoint of accounting. I may have to adjust my books to meet 
the requirements of the income tax laws and regulations, but I do 
not have to keep my books on that basis. 

What is the purpose of accounting? It is really to get the con- 
trol of the business, and if you are the management, it provides facts 
on which you can base managerial programs. We talked of the 
fixed inventory yesterday afternoon, about the direct cost, and now 
about this matter of how we shall charge the material into cost. 

I submit to you that it is just as much a managerial problem to 
determine the efficiency of the purchasing department of our busi- 
ness as it is to determine the efficiency of labor or any other phase 
of the business, and therefore, in so far as possible, we should get 
the actual cost of that material into our costs for balance sheet pur- 
poses. Where we have to get a value as at a certain date, it is 
necessary perhaps to adjust our value for that purpose, but from a 
cost accounting standpoint the profit we make is the difference be- 
tween what that material cost us and what we get for it. 

Now on special orders oftentimes we will take and absolutely mark 
the material for that order when it comes in and charge it into the 
job on the basis of what that material cost. 

Now, where we cannot do that, then we should get that material 
in, in so far as we possibly can, and as nearly correctly as we can, 
at what it actually cost us. But to take an arbitrary figure purely 
for purposes of expediency, or for the purpose of reducing taxes, I 
say is getting away from the standards and the ethics and the intelli- 
gence that the accounting profession ought to stand for, and I am 
utterly opposed to this idea of expediency which we have built up in 
the accountancy profession — just a lot of procedure and convention. 

I say it is high time for us to get down and set some definite 
principles and stand on them, regardless of what other people say 
about them. 


MR. GREEN: Check! 
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CHAIRMAN PACKARD : Thank you for a very clear-cut state- 
ment. I am sure that we are all in agreement. If there are any 
who are not in agreement we would be pleased to hear from them 
at this time. 

If there are no other questions, I am going to turn the meeting 
back to Mr. Fletcher, our President-Elect. But before doing so, I 
would like to express my appreciation of the very careful attention 
given to all of the speakers during today’s session. It has been 
very helpful and greatly appreciated. 

PRESIDENT-ELECT FLETCHER: On behalf of President 
Lohnes, who was obliged to leave last evening, it is my duty and 
also a great regret to call this convention to a close. Before doing 
so I think that we should express our gratitude to the members of 
the Program Committee for the splendid program they so carefully 
prepared, and for these excellent papers which will make a real 
contribution to our annual Year Book. I want to ask Mr. Reuwer 
and Mr. Packard to stand, and regret that Mr. Walsh and Mr. 
Monroe are not here to join them in receiving our thanks and con- 
gratulations. I am sorry not to see Mr. Haefner but perhaps we can 
express our appreciation to him and to all the members of the Cin- 
cinnati Chapter who have worked so splendidly with him to make this 
convention an outstanding success. 

Next year our convention is to be held at Hot Springs, Virginia. 
We are going to a resort hotel, which has every facility for our re- 
quirements and comfort, and I hope that everybody at this convention 
is planning to be there and will bring every member of his chapter 
who can possibly come. 

The meeting, gentlemen, is adjourned. 

. , . The meeting adjourned at four-twenty o’clock. . . 







